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EXTRACT  FROM  RULES 

Rule  la.  Books  and  other  legal  material  may  be  borrowed  from 
the  San  Francisco  Law  Library  for  use  within  the  City  and  County 
of  San  Francisco,  for  the  periods  of  time  and  on  the  conditions  herein- 
after  provided,  by  the  judges  of  all  courts  situated  within  the  City  and 
County,  by  Municipal,  State  and  Federal  officers,  and  any  member  of 
the  State  Bar  in  good  standing  and  practicing  law  in  the  City  and 
County  of  San  Francisco.  Each  book  or  other  item  so  borrowed  shall 
be  returned  within  five  days  or  such  shorter  period  as  the  Librarian 
shall  require  for  books  of  special  character,  including  books  con* 
stantly  in  use,  or  of  unusual  value.  The  Librarian  may,  in  his  discre- 
tion, grant  such  renewals  and  extensions  of  time  for  the  return  of 
books  as  he  may  deem  proper  under  the  particular  circumstances  and 
to  the  best  interests  of  the  Library  and  its  patrons.  Books  shall  not 
be  borrowed  or  withdrawn  from  the  Library  by  the  general  public  or 
by  law  students  except  in  unusual  cases  of  extenuating  circumstances 
and  within  the  discretion  of  the  Librarian. 

Rule  2a.  No  book  or  other  item  shall  be  removed  or  withdrawn 
from  the  Library  by  anyone  for  any  purpose  without  first  giving  writ- 
ten receipt  in  such  form  as  shall  be  prescribed  and  furnished  for  the 
purpose,  failure  of  which  shall  be  ground  for  suspension  or  denial  of 
the  privilege  of  the  Library. 

Rule  5a.  No  book  or  other  material  in  the  Library  shall  have  the 
leaves  folded  down,  or  be  marked,  dog-eared,  or  otherwise  soiled, 
defaced  or  injured,  and  any  person  violating  this  provision  shall  be 
liable  for  a  sum  not  exceeding  treble  the  cost  of  replacement  of  the 
book  or  other  material  so  treated  and  may  be  denied  the  further 
privilege  of  the  Library. 
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Docket  No.  20978 

BURNHAM  ENERSEN, 

Petitioner, 
vs. 

COMMISSIONER  OF  INTERNAL  REVENUE, 

Respondent. 

APPEARANCES 

For  Petitioner: 

HENRY  D.  COSTIGAN,  ESQ., 

STANLEY  MORRISON,  ESQ., 

GORDON  M.  WEBER,  ESQ. 

For  Respondent : 

EARL  C.  CROUTER,  ESQ. 
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DOCKET  ENTRIES 
1948 
Nov.  16 — Petition  received  and  filed.    Taxpayer  no- 
tified. Fee  paid. 

Nov.  18 — Copy  of  petition  served  on  General  Coun- 
sel. 

Nov.  16 — Request  for  Circuit  hearing  in  San 
Francisco,  filed  by  taxpayer.  11/22/48. 
Granted. 

Dec.  21 — Answer  filed  by  General  Counsel. 

Dec.  27 — Copy  of  answer  served  on  taxpayer.  San 
Francisco  calendar. 

1949 

Sept.  9 — Hearing  set  Nov.  7,  1949 — San  Francisco, 
California. 

Nov.  7 — Hearing  had  before  Judge  Harron  on 
merits.  Consolidated  with  Dkt.  20979  for 
hearing.  (Submitted  by  stipulation  of 
facts.)  Stipulation  of  facts  with  Joint 
Exhibits  1-A  thru  4-D  attached  thereto, 
filed.  Briefs  due  12/28/49.  Replies 
1/26/50. 

Dec.     7— Transcript  of  hearing  11/7/49  filed. 

Dec.  21 — Brief  filed  by  General  Counsel. 

Dec.  22 — Brief  filed  by  taxpaper.    Copy  served. 
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1950 
Jan.  20 — Reply    brief    filed    by    taxpayer.     Copy 

served. 
Jan.  25 — Reply  brief  filed  by  General  Counsel. 

Jan.  26 — Memorandum  findings  of  fact  and  opinion 
rendered,  Judge  Harron.  Decision  will 
be  entered  that  there  are  no  deficiencies. 
Copy  served. 

Jan.  27 — Decision  entered.  Judge  Harron.  Div.  13. 

Apr.  21 — Petition  for  review  by  U.  S.  Court  of  Ap- 
peals, 9th  Circuit,  with  assignments  of 
error  filed  by  General  Counsel. 

May  5 — Proof  of  service  of  petition  for  review 
filed.   (Taxpayer.) 

May  5 — Proof  of  service  of  petition  for  review 
filed.   (Counsel  for  Taxpayer.) 

May  24 — Motion  for  extension  to  July  20,  1950,  to 
prepare  and  transmit  the  record  filed  by 
General  Counsel. 

May  24 — Order  enlarging  time  to  July  20,  1950,  to 
prepare  and  transmit  the  record,  entered. 

July  3 — Statement  of  points  filed  by  General 
Counsel  with  service  aclaiowledged 
thereon. 

July  3 — Statement  re  diminution  of  record  filed 
by  General  Counsel  with  service  acknowl- 
edged thereon. 
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Docket  No.  20979 

NINA  W.  ENERSEN, 

Petitioner, 

vs. 

COMMISSIONER  OF  INTERNAL  REVENUE, 

Respondent. 

DOCKET  ENTRIES 
1948 
Nov.  16 — Petition  received  and  filed.   Taxpayer  no- 
tified. Fee  paid. 

Nov.  18 — Copy  of  petition  served  on  General  Coun- 
sel. 

Nov.  16 — Request  for  Circuit  hearing  in  San  Fran- 
cisco, filed  by  taxpayer.  11/22/48  Granted. 

Dec.  21 — Answer  filed  by  General  Counsel. 

Dec.  27 — Copy  of  answer  served  on  taxpayer.  San 
Francisco  calendar. 

1949 
Sept.  9 — Hearing  set  Nov.  7,  1949  in  San  Fran- 
cisco, California. 

Nov.  7 — Hearing  had  before  Judge  Harron  on 
merits.  Consolidated  with  Dkt.  20978. 
(Submitted  by  Stipulation  of  Facts.) 
Stipulation  of  facts  filed  at  hearing  with 
joint  Exhibits  1-A  thru  4-D  attached 
thereto.  Briefs  due  12/28/49.  Replies 
1/26/50. 

Dec.     7 — Transcript  of  hearing  11/7/49  filed. 
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Dec.  21 — Brief  filed  by  General  Counsel. 
Dec.  22 — Brief  filed  by  taxpayer.    Copy  served. 

1950 
Jan.  20 — Reply    brief    filed    by    taxpayer.     Copy 
served. 

Jan.  25 — Reply  brief  filed  by  General  Counsel. 

Jan.  26 — Memorandum  findings  of  fact  and  opin- 
ion rendered,  Judge  Harron.  Decision 
will  be  entered  that  there  are  no  defi- 
ciencies.  Copy  served. 

Jan.  27 — Decision  entered.   Judge  Harron.  Div.  13. 

Apr.  21 — Petition  for  review  by  U.  S.  Court  of 
Appeals,  9th  Circuit,  with  assignments  of 
error  filed  by  General  Counsel. 

May  5 — Proof  of  service  of  petition  for  review  on 
taxpayer  filed. 

May  5 — Proof  of  service  of  petition  for  review  on 
counsel  for  taxpayer  filed. 

May  24 — Motion  for  extension  to  July  20,  1950,  to 
prepare  and  transmit  record  filed  by  Gen- 
eral Counsel. 

May  24 — Order  enlarging  time  to  July  20,  1950,  to 
prepare  and  transmit  record,  entered. 

July  3 — Statement  of  points  filed  by  General 
Counsel  with  service  acknowledged 
thereon. 
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July  3 — Statement  re  diminution  of  record  filed  by 
General  Counsel  with  service  acknowl- 
edged thereon. 


[Title  of  Tax  Court  and  Cause.] 

PETITION 

The  al)ove-named  petitioner  hereby  petitions  for 
a  redetermination  of  the  deficiency  set  forth  by  the 
Commissioner  of  Internal  Revenue  in  his  notice  of 
deficiency,  San  Francisco,  IRA  :90-D  :WBH,  dated 
October  26,  1948,  and  as  a  basis  of  his  proceeding 
alleges  as  follows : 

1.  The  petitioner  is  an  individual  with  residence 
at  2642  Baker  Street,  San  Francisco,  California. 
The  returns  for  the  period  here  involved  were  filed 
with  the  Collector  for  the  First  District  of  Califor- 
nia. 

2.  The  notice  of  deficiency  (a  copy  of  which  is 
attached  and  marked  Exhibit  A)  was  mailed  to  the 
petitioner  on  October  26,  1948. 

3.  The  taxes  in  controversy  are  income  taxes 
for  the  calendar  years  1944  and  1945  and  in  the 
amounts  of  $237.38  for  1944  and  $1,150  for  1945. 

4.  The  determination  of  the  taxes  set  forth  in 
said  notice  of  deficiency  is  based  upon  the  follow- 
ing error : 

In  determining  the  tax  liability  of  the  petitioner 
for   the   years    1944   and   1945   the    Commissioner 
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erroneously  held  that  the  petitioner  could  not  use 
the  tax  computation  method  set  forth  in  Section 
107(a)  of  the  Internal  Revenue  Code  with  respect 
to  his  taxable  share  of  certain  compensation  of  a 
partnership  of  which  he  was  a  member,  consisting 
of  certain  fees  for  personal  services  covering  in 
each  case  a  period  of  thirty-six  calendar  months  or 
more,  which  fees  were  in  each  case  received  by  said 
partnership  in  one  taxable  year  to  the  extent  of  at 
least  80  per  centum  of  the  total  fees  for  the  said 
services ;  such  holding  was  erroneously  based  on  the 
ground  that  petitioner  had  not  been  a  partner  in 
said  partnership  for  thirty-six  calendar  months  or 
more  prior  to  the  dates  of  receipt  of  such  fees,  and 
upon  the  erroneous  finding  that  petitioner  did  not 
have  the  right  to  participate  in  fees  earned  by  the 
partnership  prior  to  August  1,  1943. 

5.  The  facts  upon  which  the  petitioner  relies  as 
the  basis  of  this  proceeding  are  as  follows: 

(a)  The  petitioner  became  a  partner  in  the  law 
partnership  of  McCutchen,  Thomas,  Matthew, 
Griffiths  &  Greene  on  August  1,  1943. 

(b)  The  petitioner  and  said  partnership  have 
both  at  all  times  followed  the  cash  receipts  and  dis- 
bursements method  of  accounting  in  their  tax  re- 
turns and  in  any  and  all  books  of  account  kept  by 
said  partnership  or  by  petitioner.  Both  petitioner 
and  said  partnership  make  their  tax  returns  on  a 
calendar  year  basis  and  have  always  done  so. 
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(c)  For  approximately  ten  years  prior  to 
August  1,  1943,  the  petitioner  had  been  employed 
by  said  partnership  as  a  lawyer. 

(d)  During  the  period  from  January  1,  1940,  to 
August  1,  1943,  the  petitioner  received  as  his  entire 
compensation  in  such  employment  a  percentage  of 
the  profits  of  the  said  partnership.  Prior  to  Janu- 
ary 1,  1940,  jjetitioner  was  paid  a  salary  by  said 
partnership. 

(e)  During  the  calendar  years  1944  and  1945, 
the  partnership  received  several  amounts  from 
clients  for  personal  services  performed  over  periods 
of  several  years.  In  each  of  these  instances  at  least 
80  per  centum  of  the  total  compensation  for  per- 
sonal services  covering  a  period  of  thirty-six 
months  or  more  (from  the  beginning  to  the  comple- 
tion of  such  services)  was  received  by  the  partner- 
ship in  a  single  taxable  year. 

(f)  In  so  far  as  it  is  legal  to  do  so,  all  fees 
received  by  any  member  of  said  partnership  in  any 
calendar  month  are  pooled  in  a  single  fund  which 
is  first  used  to  pay  all  expenses  of  such  month,  and 
the  balance  is  then  or  at  the  end  of  the  year  divided 
among  all  of  *the  partners  and  all  of  those  em- 
ployees who  are  employed  on  a  profit  sharing  basis. 
Each  such  division  is  in  accordance  with  the  per- 
centage shares  as  agreed  upon  by  the  partners  and 
in  effect  during  the  month  in  which  the  said  fees 
are  received.  Partners  and  profit-sharing  employees 
share  in  such   division  of  all  fees  received  while 
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they  are  entitled  to  a  share  in  the  partnership 
profits;  conversely,  when  partners  or  employees 
cease  to  be  such  by  death  or  retirement  or  other- 
wise, they  do  not  share  in  fees  received  after  the 
month  in  which  the  cessation  occurs. 

(g)  The  fee  division  procedure  outlined  in  para- 
graph (f)  has  been  followed  by  the  said  partner- 
ship for  many  years  and  at  all  times  herein  men- 
tioned. 

(h)  In  accordance  with  said  procedure  described 
in  paragraph  (f)  above  each  of  the  fees  described 
in  paragraph  (e)  above  was  divided  among  all 
partners  and  employees  entitled  to  share  in  profits 
at  the  time  of  its  receipt. 

(i)  From  such  division  of  those  certain  fees 
described  in  paragraph  (e)  above  the  petitioner 
received  $3,561.13  in  1944  and  $10,791.68  in  1945. 

(j)  Petitioner  was  married  in  1935.  Petitioner 
and  his  wife  resided  in  California  at  all  times 
herein  mentioned,  including  all  of  1944  and  1945. 
Said  amounts  received  by  petitioner  as  alleged  in 
paragraph  (i)  above  constituted  community  prop- 
erty. 

(k)  Petitioner  computed  his  income  taxes  for 
each  of  the  years  1944  and  1945  by  first  allocating 
his  partnership  share  of  each  of  the  fees  described 
in  paragraph  (e),  above  (aggregating  the  amounts 
alleged  in  paragraph  (i),  above),  received  in  such 
taxable  year  (1944  or  1945  as  the  case  might  be) 


10  Commissioner  of  Internal  Revenue  vs. 

ratably  over  that  part  of  the  period  during  which 
the  services  for  which  it  was  received  were  per- 
formed which  preceded  the  date  of  receipt  of  such 
fee.  Petitioner  next  treated  as  his  income  his  com- 
munity property  half  of  each  total  amount  so  allo- 
cated to  each  of  the  years  1935  to  1945,  inclusive, 
and  all  of  each  total  amount  so  allocated  to  each  of 
the  years  1931  to  1934,  inclusive,  in  each  such  case 
treating  it  as  income  for  the  year  to  which  so  allo- 
cated. (In  view  of  the  fact  that  all  of  said  partner- 
ship share  constituted  community  property,  because 
received  in  1944  or  1945,  after  petitioner's  mar- 
riage, it  may  be  that  petitioner  should  have  treated 
as  his  income  only  one-half  of  each  of  the  amounts 
so  allocated  to  1931-34;  however,  because  of  the 
small  amounts  involved,  this  would  not  change  the 
aggregate  taxes  attributable  to  these  years,  1931- 
34,  for  both  petitioner  and  his  wife.)  Petitioner 
then  determined  the  taxes  attributable  to  such 
amounts  when  so  treated  as  his  income  for  such 
years  1931-45  and  substituted  the  aggregate  of  the 
taxes  so  attributable  thereto  for  the  tax  which 
would  otherwise  have  been  payable  on  account  of 
receipt  of  the  said  fees  during  the  taxable  year  of 
receipt  (1944  or  1945,  as  the  case  might  be). 

(1)  In  following  the  procedure  outlined  in  para- 
graph (k)  above,  petitioner's  portion  of  the  part 
of  said  partnership  share  allocated  to  each  year 
was  as  follows : 
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Fj-om  Fees  Rec'd  From  Fees  Rec 'd 


1945 
1944 
1943 
1942 
1941 
1940 
1939 
1938 
1937 
1936 
1935 
1934 
1933 
1932 
1931 


in  1944 

in  1945 

$   .... 

$  849.78 

141.98 

1,508.42 

403.26 

1,508.41 

403.25 

699.16 

391.42 

59.36 

346.45 

76.62 

94.20 

82.50 

.... 

78.91 

78.91 

78.91 

78.91 

157.83 

157.83 

157.83 

118.98 

$1,780.56 


$5,691.76 


Wherefore,  the  petitioner  prays  that  this  court 
may  hear  the  proceeding  and  determine  that  there 
are  no  deficiencies  due  from  the  petitioner  for  the 
years  1944  or  1945. 

/s/  HENRY  D.  COSTIGAN, 

/s/  STANLEY  MORRISON, 

/s/  GORDON  M.  WEBER, 

Counsel  for  Petitioner. 
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State  of  California, 

City  and  County  of  San  Francisco — ss. 

Burnham  Enersen,  being  duly  sworn,  says  that  he 
is  the  petitioner  above  named;  that  he  has  read  the 
foregoing  petition  or  had  the  same  read  to  him,  and 
is  familiar  with  the  statements  contained  therein, 
and  that  the  statements  contained  therein  are  true, 
except  those  stated  to  be  on  information  and  belief, 
and  that  those  he  believes  to  be  true. 

/s/  BURNHAM  ENERSEN. 

Subscribed  and  sworn  to  before  me  this  8th  day 
of  November,  1948. 

[Seal]        /s/  EVA  L.  NELSON, 
Notary  Public  in  and  for  the  City  and  County  of 
San  Francisco,  State  of  California. 
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EXHIBIT  A 

Form  1230  (Rev.  Sept.  1945)  SN-IT-1 

Treasury  Department 
Internal  Revenue  Service 

74  New  Montgomery  Street 
San  Francisco  5,  California 

Oct.  26,  1948. 
Office  of 

Internal  Revenue  Agent  in  Charge 
San  Francisco  Division 
IRA:90-D:WBH 

Mr.  Burnham  Enersen 

2642  Baker  Street 

San  Francisco,  California 

Dear  Mr.  Enersen : 

You  are  advised  that  the  determination  of  your 
income  tax  liability  for  the  taxable  year(s)  ended 
December  31,  1944,  and  December  31,  1945,  discloses 
a  deficiency  of  $1,387.38  as  shown  in  the  statement 
attached. 

In  accordance  with  the  provisions  of  existing  in- 
ternal revenue  laws,  notice  is  hereby  given  of  the 
deficiency  or  deficiencies  mentioned. 

Within  90  days  (not  counting  Saturday,  Sunday 
or  a  legal  holiday  in  the  District  of  Columbia  as 
the  90th  day)  from  the  date  of  the  mailing  of  this 
letter,  you  may  file  a  petition  ^\dth  The  Tax  Court 
of  the  United  States,  at  its  principal  address,  Wash- 
ington 25,  D.  C,  for  a  redetermination  of  the  defi- 
ciency or  deficiencies. 


14  Commissioner  of  Internal  Revenue  vs. 

Should  you  not  desire  to  file  a  petition,  you  are 
requested  to  execute  the  enclosed  form  and  forward 
it  to  the  Internal  Revenue  Agent  in  Charge,  San 
Francisco  5,  California — for  the  attention  of  Con- 
ference Section.  The  signing  and  filing  of  this  form 
will  expedite  the  closing  of  your  return (s)  by  per- 
mitting an  early  assessment  of  the  deficiency  or  de- 
ficiencies, and  will  prevent  the  accumulation  of  in- 
terest, since  the  interest  period  terminates  30  days 
after  filing  the  form,  or  on  the  date  assessment  is 
made,  whichever  is  earlier. 

Very  truly  yours, 

GEO.  J.  SCHOENEMAN, 

Commissioner. 

By  /s/  F.  M.  HARLESS, 

Internal    Revenue    Agent    in 
Charge  . 
Enclosures : 
Statement 
Form  1276 
Form  870 


Statement 
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Mr.  Burnham  Enersen 

2642  Baker  Street 

San  Francisco,  California 

Tax  Liability  for  the  Taxable  Years  Ended  De- 
cember 31,  1944,  and  December  31,  1945. 
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Year  Deficiency 

1944  Income  Tax $    237.38 

1945  Income  Tax 1,150.00 

Total  $1,387.38 

In  making  this  determination  of  your  income  tax 
liability,  careful  consideration  has  been  given  to 
your  protest  filed  May  14,  1948,  and  to  the  state- 
ments made  at  the  conferences  held  on  June  11, 
1948,  and  August  4, 1948. 

A  copy  of  this  letter  and  statement  has  been 
mailed  to  your  representatives,  Messrs.  Henry  D. 
Costigan,  Stanley  Morrison  and  Gordon  M.  Weber, 
351  California  Street,  San  Francisco,  California, 
in  accordance  with  the  authority  contained  in  the 
power  of  attorney  executed  by  you  and  on  file  in 
this  office. 

Adjustments  to  Net  Income 

Year:  1944 

Net  income  as  disclosed  by  return $5,739.21 

No  change  is  made  in  the  net  income  reported 
on  the  return. 
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Explanation  of  Adjustments 

(a)  It  is  noted  that  distributive  income  from  the  law  partnership, 
McCutcheon,  Thomas,  ^Matthew,  Griffiths  and  Greene,  San  Francisco, 
California,  was  reported  on  your  return  as  follows : 

Amount  allocated  to 

to  prior  years  Total  dis- 

under  section  107 (a)  tributive 

Internal  Revenue  Code  Balance  share 

Distributive  income $3,277.17  $9,020.49     $12,297.66 

Your  1/2  community  share $1,638.58  $4,510.25     $  6,148.83 

In  computing  your  tax  liability  for  the  taxable  year  1944  you  de- 
ducted $237.38  representing  reduction  in  tax  due  to  application  of  sec- 
tion 107  (a)  of  the  Internal  Revenue  Code,  as  shown  below : 
Tax  on  entire  income  at  1944  rates 

(including  $1,638.58  fees)  $1,189.37 

Adjusted  gross  income $6,239.21 

Less:  Fees  allocated  to  prior  years 1,638.58 


Revised  adjusted  gross  income $4,600.63 

Tax  on  $4,600.63  (per  Tax  Table) 766.00 


Portion  of  1944  tax  attributable  to  income 

allocated  to  prior  years $    423.37 

Tax  on  income  allocated  to  prior  years : 

Year                 Income  Tax 

1943 $  403.26  $  97.99 

1942 403.25  21.57 

1941 391.42  49.32 

1940 346.45  13.72 

1939 94.20  3.39 


$1638.58        $185.99  185.99 


Reduction  in  tax  by  application  of  section  107  (a) $    237.38 

During  the  taxable  year  the  partnership  received  fees  of  $96,158.33 
for  services  rendered  over  a  period  of  36  calendar  months  or  more,  the 
amount  in  each  instance  representing  more  than  80%  of  the  total  com- 
pensation for  the  services  rendered.  You  reported  the  amount  of 
$3,561.13  as  your  distributive  share  of  which  $3,277.17  was  attributed 
to  services  in  prior  years  and  $283.96  was  applied  to  services  in  the  tax- 
able year  1944. 

It  is  disclosed  that  from  the  year  1933  you  were  employed  by  the 
partnership  on  a  straight  salary  basis  and  from  January  1,  1940,  you 
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Explanation  of  Adjustments — (Continued) 
received  a  small  percentage  of  the  profits  in  addition  to  your  salary; 
and  on  August  1,  1943,  you  were  admitted  as  a  partner  participating  in 
the  profits  and  losses  according  to  your  pro  rata  share. 

It  is  held  that  prior  to  August  1,  1943,  you  were  an  employee  of  the 
partnership  and  did  not  have  the  right  to  participate  in  fees  earned  by 
the  partnership  prior  to  that  date.  Since  the  period  of  your  membership 
in  the  partnership  is  less  than  36  calendar  months,  it  is  held  that  you 
do  not  qualify  for  relief  under  the  provisions  of  section  107(a)  of  the 
Internal  Revenue  Code  with  respect  to  the  fees  earned  since  August  1, 
1943.   The  reduction  of  $237.38  in  tax  is,  therefore,  disallowed. 

Computation  of  Tax 
Year:  1944 

Net  income  $5,739.21 

Less:  Surtax  exemption 1,000.00 

Surtax  net  income $4,739.21 

Surtax  on  $4,739.21 $1,032.19 

Net  income  $5,739.21 

Less :  Normal  tax  exemption 500.00 

Normal  tax  net  income $5,239.21 

Normal  tax,  3%  of  $5,239.21 157.18 

Total  tax $1,189.37 

( a )   Less :  Reduction  under  section  107  ( a )  of 

the  Internal  Revenue  Code 0.00 

Correct  income  tax  liability $1,189.37 

Income  tax  disclosed  by  return,  page  1  -  line  6 

(Original,  Account  No.  7714308  First  California  District)..      951.99 

Deficiency  of  income  tax $    237.38 
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Adjustments  to  Net  Income 
Year:  1945 

Net  income  as  disclosed  by  return $14,699.40 

No  change  is  made  in  the  net  income  reported  on  the  return. 

Explanation  of  Adjustments 
(a)     Your  distributive  share  of  income  from  the  partnership  Mc- 
Cutcheon,  Thomas,  Matthew,  Griffiths  and  Greene,  San  Francisco,  Cali- 
fornia, was  reported  on  your  return  as  follows : 

Amount  allocated 

to  prior  years  Total  dis- 

under  section  107(a)  tributive 

Internal  Revenue  Code  Balance          share 

Distributive  income $9,092.12  $21,398.00     $30,490.12 

Wife 's  1/2  community  share 

(since  1935)  $4,250.14  $10,994.92     $15,245.06 

Your  share  $4,841.98  $10,403.08     $15,245.06 

In  computing  your  tax  liability  for  the  taxable  year  1945  you  de- 
ducted $1,150.00  representing  reduction  in  tax  due  to  the  application 
of  section  107(a)  of  the  Internal  Revenue  Code,  as  shown  below : 

Tax  on  entire  income  at  1945  rates 

(including  fees  of  $4,841.98)  $4,556.72 

Net  income  $14,699.40 

Less :  Fees  allocated  to  prior  years 4,841.98 

Revised  net  income $  9,857.42 

Tax  on  $9,857.42—1945  rates 2,532.24 

Portion  of  1945  tax  attributable  to  income 
allocated  to  prior  years $2,024.48 
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Explanation  of  Adjustments — (Continued) 

Brought  forward $2,024.48 

Tax  on  income  allocated  to  prior  years : 

Year                 Income  Tax 

1944 $1,508.42  $385.62 

1943 1,508.41  403.80 

1942 699.16  37.41 

1941 59.36  7.48 

1940 76.62  6.21 

1939 82.50  2.97 

1938 78.91  2.84 

1937 78.91  2.84 

1936 78.91  2.84 

1935 78.92  2.84 

1934 157.83  5.68 

1933 157.83  6.31 

1932 157.83  6.31 

1931 118.37  1.33 


$4,841.98        $874.48  874.48 


Keduction  in  tax  by  application  of  section  107(a) $1,150.00 

During  the  taxable  year  1945  the  partnership  received  fees  of  $178,- 
375.00  for  services  rendered  over  a  period  of  36  calendar  months  or 
more,  the  amount  in  each  instance  representing  more  than  80%  of  the 
total  compensation  for  the  services  rendered.  Your  distributive  share 
of  the  fees  was  $10,791.68  of  which  $1,699.56  was  attributed  to  services 
for  the  taxable  year  1944,  and  $9,092.12  was  allocated  to  services  in 
prior  years. 

For  the  reasons  stated  in  item  (a)  for  the  taxable  year  1944,  it  is  held 
that  you  do  not  qualify  for  relief  under  the  provisions  of  section  107(a) 
of  the  Internal  Revenue  Code.  The  reduction  of  $1,150.00  in  tax  is, 
therefore,  disallowed. 
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Computation  of  Tax 
Year:  1945 

Net  income  $14,699.40 

Less:  Surtax  exemption 1,000.00 


Surtax  net  income $13,699.40 


Surtax  on  $13,699.40 $4,130.74 

Net  income  $14,699.40 

Less :  Normal  tax  exemption 500.00 


Normal  tax  net  income $14,199.40 


Normal  tax,  3%  of  $14,199.40 425.98 


Total  tax $4,556.72 

(a)  Less :  Reduction  under  section  107  (a)  of 

the  Internal  Revenue  Code 0.00 


Correct  income  tax  liability $4,556.72 

Income  tax  disclosed  by  return,  page  1  -  line  6 

(Original,  Account  No.  3019467  First  California  District)..  3,406.72 


Deficiency  of  income  tax $1,150.00 

Received  and  Filed  T.C.U.S.  November  16, 1948. 
Served  November  18,  1948. 
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[Title  of  Tax  Court  and  Cause.] 
Docket  No.  20978 

ANSWER 

Comes  now  the  Commissioner  of  Internal  Reve- 
nue, respondent  above  named,  by  his  attorney, 
Charles  Oliphant,  Chief  Counsel,  Bureau  of  In- 
ternal Revenue,  and  for  answer  to  the  petition  filed 
by  the  above-named  petitioner,  admits  and  denies 
as  follows : 

1,  2,  3.  Admits  the  allegations  contained  in  para- 
graphs 1,  2,  and  3  of  the  petition. 

4.  Denies  that  the  determination  of  tax  set  forth 
in  the  notice  of  deficiency  is  based  upon  error  as 
alleged  in  paragraph  4  of  the  petition. 

5(a)  Admits  the  allegations  contained  in  sub- 
paragraph (a)  of  paragraph  5  of  the  petition. 

(b)  For  lack  of  knowledge  or  information  suffi- 
cient to  form  a  belief,  denies  the  allegations  con- 
tained in  subparagraph  (b)  of  paragraph  5  of  the 
petition. 

(c)  Admits  the  allegations  contained  in  sub- 
paragraph (c)  of  paragraph  5  of  the  petition. 

(d)  Admits  that  prior  to  January  1,  1940,  the 
petitioner  was  paid  a  salary  by  the  partnership; 
denies  the  remaining  allegations  contained  in  sub- 
paragraph (d)  of  paragraph  5  of  the  petition. 

(e)  Admits  the  allegations  contained  in  sub- 
paragraph (e)  of  paragraph  5  of  the  petition. 

(f),  (g),  (h)  For  lack  of  knowledge  or  infor- 
mation sufficient  to  form  a  belief,  denies  the  allega- 
tions contained  in  subparagraphs  (f),  (g)  and  (li) 
of  paragraph  5  of  the  petition. 
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(i)  Denies  the  allegations  contained  in  sub- 
paragraph (i)  of  paragraph  5  of  the  petition. 

(j)  Admits  that  the  petitioner  and  his  wife  re- 
sided in  California  during  1944  and  1945;  denies 
the  remaining  allegations  contained  in  subpara- 
graph (j)  of  paragraph  5  of  the  petition. 

(k)  Admits  the  allegations  contained  in  sub- 
paragraph (k)  of  paragraph  5  of  the  petition,  ex- 
cept that  respondent  denies  the  parenthetical  mat- 
ter set  forth  in  this  subparagraph  commencing  at 
the  last  line  of  page  5  of  the  petition  and  ending  at 
line  8  of  page  6  thereof. 

(1)  Denies  the  allegations  contained  in  sub- 
paragraph (1)  of  paragraph  5  of  the  petition. 

6.  Denies  generally  and  specifically  each  and 
every  allegation  in  the  petition  not  hereinbefore 
admitted,  qualified,  or  denied. 

Wherefore,  it  is  prayed  that  the  Commissioner's 
determination  be  approved  and  the  petitioner's 
appeal  denied. 

/s/  CHARLES  OLIPHANT, 

Chief  Counsel,  Bureau  of 
Internal  Revenue. 
Of  Counsel : 

B.  H.  NEBLETT, 

Division  Counsel. 
T.  M.  MATHER, 
W.  J.  McFARLAND, 

Special  Attorneys,  Bureau  of 
Internal  Revenue. 

Received  and  Filed  T.C.U.S.  December  21,  1948. 
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The  Tax  Court  of  the  United  States 
Dockets  No.  20978  and  No.  20979 

BURNHAM  ENERSEN, 

Petitioner, 
vs. 

COMMISSIONER  OF  INTERNAL  REVENUE, 

Respondent. 
NINA  W.  ENERSEN, 

Petitioner, 
vs. 

COMMISSIONER  OP  INTERNAL  REVENUE, 

Respondent. 

STIPULATION  OF  FACTS 

It  Is  Hereby  Stipulated  and  Agreed  by  and  be- 
tween the  parties  to  the  above-entitled  causes  that 
the  facts  hereinafter  set  forth  shall  be  taken  to  be 
true  and  received  in  evidence  in  the  trial  of  such 
cause,  subject  to  the  right  of  either  party  to  intro- 
duce other  and  further  evidence  not  inconsistent 
with  the  following  facts : 

(1)  Both  of  the  above-entitled  causes  involve 
the  same  years  and  identical  facts  and  may  be  con- 
solidated for  purposes  of  hearing  and  of  opinion. 
Burnham  Enersen,  hereinafter  referred  to  as  '*  peti- 
tioner,'' is  the  husband  of  Nina  W.  Enersen,  here- 
inafter referred  to  as  '^petitioner's  wife." 

(2)  Petitioner  and  petitioner's  wife  are  both 
individuals   with   residence   at  2642   Baker   Street, 
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San  Fxancisco,  California.  The  Federal  income  tax 
returns  of  petitioner  and  petitioner's  wife  for  the 
calendar  years  1944  and  1945  were  filed  with  the 
Collector  of  Internal  Revenue  for  the  First  District 
of  California. 

(3)  The  notices  of  deficiency,  copies  of  which 
are  attached  to  each  of  the  petitions  herein  as  Ex- 
hibit A,  were  mailed  to  the  petitioner  and  petition- 
er's wife  on  October  26, 1948. 

(4)  The  taxes  in  controversy  herein  are  income 
taxes  for  the  years  1944  and  1945  and  are  in  the 
amounts  of  $237.38  for  1944  and  $1,150.00  for  1945 
in  the  case  of  petitioner,  and  in  the  amounts  of 
$257.38  for  1944  and  $983.37  for  1945  in  the  case  of 
petitioner's  wife. 

(5)  For  approximately  thirteen  years  prior  to 
August  1,  1943,  the  petitioner  had  been  employed 
by  the  law  partnership  of  McCutchen,  Thomas, 
Matthew,  Griffiths  &  Greene,  as  a  lawyer. 

(6)  Prior  to  January  1,  1940,  the  petitioner  was 
paid  a  monthly  salary  plus  an  annual  Christmas 
bonus  amounting  to  a  part  of  a  month's  salary  by 
said  partnershij). 

(7)  From  January  1,  1940,  to  August  1,  1943, 
the  amount  of  petitioner's  compensation  from  said 
partnership  was  fixed  in  accordance  with  certain 
agreements,  each  covering  a  calendar  year  or  por- 
tion thereof.  Copies  of  such  agreements  are  at- 
tached hereto  as  Exhibits  1-A,  2-B,  3-C  and  4-D. 
During    each    such    calendar    year     (or    fraction 
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thereof)  the  percentage  of  net  profits  fixed  by  the 
applicable  agreement  exceeded  the  minimum  salary 
guaranteed  by  such  agreement  so  that  petitioner 
received  as  his  entire  compensation  for  the  calendar 
year  1940  the  percentage  of  the  profits  of  said  part- 
nership specified  in  Exhibit  1-A,  for  the  calendar 
year  1941  the  percentage  of  the  profits  specified  in 
Exhibit  2-B,  for  the  calendar  year  1942  the  per- 
centage of  the  profits  specified  in  Exhibit  3-C,  and 
for  the  fractional  calendar  year  from  January  1, 
to  August  1,  1943,  the  percentage  of  profits  specified 
in  Exhibit  4-D.  The  guaranteed  amount  specified 
in  each  such  agreement  was  paid  monthly  and  the 
balance  of  petitioner's  compensation  for  each  year 
was  paid  at  the  end  of  the  year. 

(8)  The  petitioner  became  a  partner  in  said 
partnership  on  August  1,  1943,  and  since  that  date 
has  at  all  times  here  material  been  a  partner  in  said 
firm. 

(9)  From  and  after  August  1,  1943,  petitioner 
as  a  partner  in  said  partnership  has  at  all  times 
here  material  received  a  specified  percentage  of  the 
net  profits  of  said  partnership,  which  increased 
from  3.25%  on  August  1,  1943,  to  5.4571%  on  De- 
cember 31,  1945,  such  amounts  being  paid  in  part 
monthly  and  the  balance  at  the  end  of  the  year. 

(10)  Petitioner  and  petitioner's  wife  and  said 
partnership  have  at  all  times  here  material  followed 
the  cash  receipts  and  disbursements  method  of  ac- 
counting in  their  tax  returns  and  in  any  and  all 
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books  of  account  kept  by  petitioner  or  by  petition- 
er's wife  or  by  said  partnership.  Petitioner,  peti- 
tioner's wife  and  said  partnership  have  at  all  times 
here  material  made  their  tax  returns  on  a  calendar 
year  basis. 

(11)  During  the  calendar  years  1944  and  1945, 
said  partnership  received  several  amounts  from 
clients  for  personal  services  on  separate  legal  mat- 
ters, such  services  being  performed  in  each  case 
over  periods  of  several  years.  In  seven  cases  in 
1944  and  ten  cases  in  1945  at  least  80  per  cent  of 
the  total  compensation  for  personal  services  cover- 
ing a  period  of  thirty-six  months  or  more  (from  the 
begimiing  to  the  completion  of  such  services)  was 
received  by  the  partnership  in  a  single  taxable  year. 
In  the  case  of  the  largest  such  amount  received  in 
1945,  petitioner  himself  during  the  period  from 
September,  1943,  to  December,  1945,  was  one  of  the 
attorneys  performing  the  services  for  which  such 
amount  was  paid  as  compensation;  and  in  the  case 
of  one  of  the  largest  such  amounts  received  in  1944, 
petitioner  during  the  period  from  January,  1940,  to 
January,  1944,  was  one  of  the  attorneys  perform- 
ing the  services  for  which  such  amount  was  paid 
as  compensation. 

(12)  In  so  far  as  it  has  been  legal  to  do  so 
(i.e.,  with  the  exception  of  certain  executors'  fees 
forbidden  by  law  to  be  shared  with  attorneys  who 
are  not  executors  and  other  compensations  which 
could  not  be  shared  for  similar  reasons,  none  of 
which  fees  arc^  involved  in  this  case)  all  fees  and 
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payments  of  compensation  by  other  parties  received 
by  any  member  of  said  partnership  in  any  calendar 
month  have  been  pooled  in  a  single  fund  which  has 
been  first  used  to  pay  all  expenses  of  such  month, 
and  the  balance  then  or  at  the  end  of  the  year  was 
divided  among  all  of  the  partners  and  all  of  those 
employees  who  were  employed  on  a  profit-sharing 
or  percentage-of-profits  basis.  Each  such  division 
has  been  in  accordance  with  the  percentage  shares 
agreed  upon  by  the  partners  and  in  effect  during 
the  month  in  which  the  said  fees  have  been  received. 
Each  partner  and  profit-sharing  employee  has 
shared  in  such  division  of  all  net  fees  and  profits 
received  during  any  period  in  which  he  has  been 
entitled  to  a  share  in  the  partnership  profits  ac- 
cording to  such  agreement  of  the  partners;  con- 
versely, when  a  partner  or  employee  has  ceased  to 
be  such  by  death  or  retirement  or  otherwise,  he 
has  not  shared  in  any  fee  or  fees  received  after  the 
month  in  which  the  cessation  has  occurred. 

(13)  The  procedure  for  division  of  fees  and 
profits  outlined  in  paragraph  (12)  has  been  fol- 
lowed by  said  partnership  for  many  years  and  at 
all  times  herein  mentioned. 

(14)  Pursuant  to  said  procedure  described  in 
paragraph  (12)  above,  each  of  the  fees  described 
in  paragraph  (11)  above  was  divided  according  to 
their  respective  percentages  at  the  time  of  its  re- 
ceipt among  all  partners  and  employees  then  en- 
titled to  share  in  profits. 

(15)  From  such  division  of  those  certain  fees 
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described  in  paragraph  (11)  above  (i.e.,  only  those 
fees  for  personal  services  performed  over  periods 
of  thirty-six  months  or  more  which  were  received 
to  the  extent  of  80  per  cent  or  more  in  a  single 
taxable  year)  the  petitioner  received  $3,561.13  in 
1944  and  $10,791.68  in  1945. 

(16)  Petitioner  and  petitioner's  wife  were  mar- 
ried in  1935.  Petitioner  and  his  wife  resided  to- 
gether in  California  at  all  times  thereafter  which 
are  here  material,  including  all  of  1944  and  1945. 
Said  amounts  received  by  petitioner  as  stated  in 
paragraph  (15)  above  constituted  community  i3rop- 
erty  acquired  subsequent  to  1927. 

(17)  (a)  In  his  returns  for  1944  and  1945  the 
petitioner  computed  his  income  taxes  attributable 
to  the  fees  described  in  paragraph  (11)  above  by 
first  taking  his  partnership  share  of  each  of  such 
fees  received  in  such  taxable  year  (1944  or  1945,  as 
the  case  might  be),  aggregating  in  each  case  the 
amount  for  such  year  alleged  in  paragraph  (15) 
above,  and  by  then  allocating  each  such  share  of 
each  such  fee  ratably  over  that  part  of  the  period 
of  performance  by  said  partnership  of  the  services 
for  which  such  fee  was  received  which  preceded 
the  date  of  receipt  of  such  fee.  Petitioner  next 
treated  as  his  income  his  community  property  half 
of  each  total  amount  so  allocated  to  each  of  the 
years  1935  to  1945,  inclusive,  and  all  of  each  total 
amount  so  allocated  to  each  of  the  years  1931  to 
1934,  inclusive,  in  each  such  case  treating  it  as  in- 
come for  the  year  to  which  so  allocated.   Petition- 
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er's  wife  treated  as  her  income  her  community 
property  half  of  each  total  amount  so  allocated  to 
each  of  the  years  1935  to  1945,  inclusive,  in  each 
such  case  treating  it  as  income  for  the  year  to  which 
so  allocated. 

(b)  Under  the  procedure  followed  by  petitioner 
in  said  returns,  as  outlined  in  subparagraph  (a) 
above,  the  portions  of  said  partnership  fees  re- 
ceived in  1944  or  1945  (as  the  case  might  be)  which 
were  allocated  by  petitioner  to  the  different  taxable 
years  were  as  set  forth  in  the  following  table: 

From  Fees  Rec'd    From  Fees  Rec'd 
in  1944  in  1945 

1945   $      ....  $   849.78 

1944   141.98  1,508.42 

1943   403.26  1,508.41 

1942   403.25  699.16 

1941    391.42  59.36 

1940   346.45  76.62 

1939    94.20  82.50 

1938   78.91 

1937    78.91 

1936   78.91 

1935    78.92 

1934    157.83 

1933   157.83 

1932   157.83 

1931    118.37 


$1,780.56  $5,691.76 
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The  portions  of  said  partnership  fees  received  in 
1944  or  1945  (as  the  case  might  be)  which  were 
allocated  by  petitioner's  wife  to  the  different  tax- 
able years  were  as  set  forth  in  the  following  table: 

From  Fees  Rec'd    From  Fees  Rec'd 
in  1944  in  1945 

1945 $     $    849.78 

1944 141.98  1,508.42 

1943 403.26  1,508.41 

1942 403.25  699.16 

1941 391.42  59.36 

1940 346.45  76.62 

1939 94.20  82.50 

1938 78.91 

1937 78.92 

1936 78.92 

1935 78.92 


$1,780.56  $5,099.92 

(c)  Petitioner  in  said  returns  then  determined 
the  taxes  which  would  have  been  attributable  to 
the  respective  amounts  in  each  column  of  the  table 
in  subparagraph  (b)  above,  if  such  amounts  had 
been  received  by  him  as  income  in  the  respective 
years  to  which  allocated  in  such  column  of  such 
table  in  subparagraph  (b)  above,  and  substituted 
the  aggregate  of  the  taxes  so  attributable  to  the 
amounts  in  each  such  column  for  the  tax  which 
would  othermse  have  been  payable  on  account  of 
receipt  of  the  total  of  such  amounts  during  the 
taxable  year  of  receipt  (1944  or  1945,  as  the  case 


Bitrnham  Enersen,  et  at,  31 

might  be).  Petitioner's  Federal  income  tax  returns 
for  1944  and  1945  referred  to  in  paragraph  (2) 
above,  computed  his  taxes  for  said  years  on  the 
basis  of  making  such  substitution.  The  same  proce- 
dure was  followed  by  petitioner's  wife  in  her 
returns. 

Dated:     November  7,  1949. 

/s/  HENRY  S.  COSTIGAN, 

/s/  GORDON    M.     WEBER, 

Counsel  for  Petitioner. 

/s/  CHARLES  OLIPHANT,       ECC 
Chief  Counsel,  Bureau  of  Internal  Revenue,  Coun- 
sel for  Respondent. 

Filed  T.C.U.S.  November  7,  1949. 


The  Tax  Court  of  the  United  States 
Docket  No.  20978  and  Docket  No.  20979 

BURNHAM  ENERSEN,  NINA  W.  ENERSEN, 

Petitioners, 
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COMMISSIONER  OF  INTERNAL  REVENUE, 

Respondent. 

Monday,  November  7,  1949 

Met,  pursuant  to  notice,  at  2:20  o'clock  p.m. 
Before:  Hon.  Marion  J.  Harron, 
Judge. 
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Appearances : 

HENRY  D.  COSTIGAN,  and 

GORDON  WEBER, 

Appearing  on  behalf  of  the  Petitioners. 

EARL  C.  CROUTER, 

(Hon.    Charles    Oliphant,    Chief    Counsel, 

Bureau  of  Internal  Revenue), 
Appearing  for  the  Respondent. 

PROCEEDINGS 

The  Clerk:  I  will  call  Docket  No.  20978  and 
20979,  Burnham  Enersen  and  Nina  W.  Enersen. 
Please  state  your  appearances,  gentlemen. 

Mr.  Costigan:  Henry  D.  Costigan  and  Gordon 
Weber,  appearing  for  Petitioners  in  both  cases. 

Mr.  Crouter:  And  Earl  C.  Crouter  for  the  Re- 
spondent in  each  case. 

Mr.  Costigan:  If  the  Court  please,  the  stipula- 
tion of  facts  which  we  will  expect  to  file  and  can  file 
now  provides  in  Paragraph  1  that  both  of  these 
cases  involve  the  same  years  and  identical  facts 
and  may  be  consolidated  for  purposes  of  hearing  and 
of  opinion.  We  should  like  to  move  now  that  that 
be  done. 

The  Court :     The  motion  is  granted. 

OPENING  STATEMENT  ON  BEHALF 
OP  PETITIONERS 
By  Mr.  Costigan : 

The  wife's  case,  Mrs.   Enersen 's,  is  simply  the 
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same  as  that  of  the  Petitioner,  because  of  the  com- 
munity property  law,  as  in  the  Nielson  cases  this 
morning,  your  Honor.  The  facts  are  somewhat 
different  from  that  case  but  primarily  there  is  the 
same  question  of  law  involved ;  namely,  the  applica- 
tion of  Section  107  to  a  partner's  share  of  partner- 
ship earnings  received  after  he  became  a  partner  but 
earned  in  part  by  services  before  he  became  a  part- 
ner. The  facts  have  some  important  differences,  I 
think,  and  I  would  like  to  briefly  mention  what 
they  are. 

With  respect  to  the  Petitioner's — and  I  refer  to 
the  husband  when  I  refer  to  Petitioner's — ^status,  in 
this  case  he  was  employed  by  the  partnership  in- 
volved beginning  in  1930.  For  a  period  of  10  years 
he  was  simply  on  a  salary  as  an  employee.  Begin- 
ning January  1st,  1940,  he  was  still  an  employee  but 
he  was  compensated  by  a  percentage  of  profits  with 
a  guaranteed  minimum  monthly  account  or  salary, 
which  he  was  to  get  in  any  event,  but  in  every  year 
following  his  percentage  exceeded  the  minimum 
amount  so  that,  in  effect,  his  entire  compensation 
was  a  percentage  of  profits. 

Then  on  August  1,  1943,  he  was  made  a  partner 
with  an  increased  percentage  in  the  profits.  The 
fees  involved  and  the  tax  years  involved  are  1944 
and  1945  and  there  was,  I  think,  seven  fees  re- 
ceived in  the  first  of  those  years  and  ten  in  the 
second,  or  I  may  have  that  reversed  but  it  is  one 
way  or  the  other.  Each  of  those  fees  represented 
compensation  for  services  performed  by  the  partner- 
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ship  over  a  period  of  more  than  36  months,  as  re- 
quired by  Section  107,  and  in  each  case  more  than 
80  per  cent,  or  80  per  cent  or  more,  was  received  in 
the  one  year  1944  or  1945,  as  the  case  might  be.  Mr. 
Enersen's  share  of  those  fees  in  that  classification  in 
1944  was  $3,561.13.  That  is  stipulated,  and  in  1945 
it  was  $10,791.68. 

As  your  Honor  can  see,  the  services,  the  36 
months'  period  preceding  receipt  of  each  fee,  did 
extend  back  beyond  his  entry  into  the  partnership. 
However,  it  did  not  extend  back  beyond  the  period 
when  he  was  first  compensated  with  a  share  of 
profits,  because  that  began  in  1940,  which  was  more 
than  three  years  prior  to  the  first  taxable  year  here 
involved.  Of  course,  in  some  cases  the  services  were 
performed  even  in  years  prior  to  that. 

It  is  our  position  that  Section  107  applies  directly 
to  any  cases  where  the  partnership  itself  performed 
services  over  36  months  or  more  and  received  80 
per  cent  in  a  single  year,  but  if  that  situation  exists, 
then  by  its  very  terms,  and  I  quote  from  the  section, 
''The  tax  attributable  to  any  part  thereof  which  is 
included  in  the  gross  income  of  any  individual" 
shall  not  be  greater  than  it  would  have  been,  in 
effect,  if  it  had  been  allocated  back  over  the  period 
of  services. 

As  a  result  of  this,  both  Mr.  Enersen  as  to  his 
community  half  and  Mrs.  Enersen  as  to  hers  allo- 
cated the  fees  back  over  the  years  involved.  In  the 
case  of  the  1944  fees  they  went  back  to  1939.  In  the 
case  of  the  1945  fees  they  went  back  to  1931.     All 
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the  facts  on  the  subject  are,  we  believe,  covered  by 
the  stipulation. 

I  should  therefore  like  to  offer  that  for  the  record 
and  call  the  Court's  attention  to  the  fact  that  there 
are  four  exhibits  attached  and  incorporated  by  refer- 
ence. They  are  joint  exhibits  so  we  have  called  them 
Exhibits  1-A,  2-B,  3-C,  and  4-D. 

The  Court :  The  stipulation  is  received  and  made 
a  part  of  the  record  and  the  exhibits  attached  to  the 
stipulation  are  admitted  in  evidence. 

(Whereupon  the  documents  w^ere  marked  for 
identification  as  Joint  Exhibits  1-A,  2-B,  3-C, 
and  4-D  and  were  received  in  evidence.) 

JOINT  EXHIBIT  1-A 

Memorandum  by  Participant — 1940 

In  order  to  link  them  still  more  closely  with  the 
business  of  the  firm,  and  to  give  them  a  direct  finan- 
cial interest  in  its  welfare,  recognition  is  accorded 
to  certain  members  of  our  staff  of  attorneys,  in 
addition  to  Monthly  Guaranties,  in  certain  Partici- 
pating Percentages,  contingent,  in  each  case,  on 
their  remaining  members  of  the  staff  throughout 
the  calendar  year.  The  Monthly  Guaranties  are  to 
be  paid  in  lieu  of  salaries.  The  Participating  Per- 
centages will  not  be  computed  or  paid  until  after 
the  close  of  the  calendar  year.  The  total  paid  dur- 
ing the  year  by  way  of  Monthly  Guaranty  is  to  be 
credited  on  the  Participating  Percentage,  and  settle- 
ment will  l)e  made  for  the  balance. 

The   Participating  Percentages   are  to  be  com- 
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puted  on  the  year's  ''Net  Pees  Before  Participa- 
tion. ' '  In  arriving  at  that  figure  all  expenses  for  the 
year  are  to  ])e  deducted  except  Monthly  Guaranties 
paid  participants  and  except  salaries  paid  to  part- 
ners. 

In  order  to  safeguard  the  provision  thus  made  for 
participants,  it  must  be  stipulated  that  the  partici- 
pating privilege  does  not  constitute  participants' 
partners,  or  amount  to  a  contract  of  employment  on 
an  annual  or  other  basis  or  restrict  the  partners' 
freedom  of  action  in  terminating  any  employment  at 
any  time ;  that  it  gives  the  participants  no  voice  in 
firm  decisions  or  right  of  access  to  books  or  right  to 
receive  detailed  statements,  and  in  any  question  of 
amounts  or  of  computations  the  decisions  of  Price, 
Waterhouse  &  Co.,  or  other  certified  accountants 
employed  by  the  firm  is  to  be  final.  Percentages  are 
based  on  present  conditions  and  it  is  contemplated 
that  percentages  may  be  changed  at  any  time  on 
notice  to  the  participants  affected  and  that  other 
persons  may  be  admitted  to  participation  at  any 
time  as  the  partners  may  consider  appropriate. 

This  memorandum  is  to  receive  the  approval  of 
the  participant  mentioned  below  and  will  be  handed 
the  Accounting  Department  for  its  guidance.  The 
percentages  paid  participants  are  paid  them  by  way 
of  compensation  only  and  not  as  parties  to  a  joint 
business  venture.  The  Accounting  Department  shall 
treat  them  accordingly  for  income  tax  and  all  other 
purposes.  The  participants  should  return  the 
amounts  received  in  their  income  tax  returns  as 
''Salaries,  wages,  etc."  and  not  as  "Income  from  a 
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partnership."  The  amount  is  to  be  allocated  to  the 
year  in  respect  of  which  paid,  even  though  not  ac- 
tually paid  until  the  following  year  after  the  books 
for  the  year  in  question  shall  have  been  closed. 

Mr.  Burnham  Enersen,  having  been  selected  as  a 
participant,  his  Monthly  Guaranty  is  fixed  at  $400.00 
beginning  January  1,  1940,  and  his  Participating 
Percentage  is  fixed  at  1.5  per  cent,  beginning  with 
the  calendar  year  1940.  This  memorandum  shall  op- 
erate to  supersede  and  cancel  any  prior  memoran- 
dum, such  supersession  and  cancellation  to  be  effec- 
tive as  at  the  date  hereof,  subject  to  rights  under 
any  such  prior  memorandum  heretofore  accrued  in 
respect  to  the  year  1939. 

Approved  as  of  January  1,  1940. 

/s/  BURNHAM  ENERSEN. 

Admitted  November  7,  1949. 


JOINT  EXHIBIT  2-B 

Memorandum  by  Participant — 1941 

In  order  to  link  them  still  more  closely  with  the 
business  of  the  firm,  and  to  give  them  a  direct  finan- 
cial interest  in  its  welfare,  recognition  is  accorded  to 
certain  members  of  our  staff  of  attorneys,  in  addi- 
tion to  Monthly  Guaranties,  in  certain  Participating 
Percentages,  contingent,  in  each  case,  on  their  re- 
maining members  of  the  staff  throughout  the  calen- 
dar year.  The  Monthly  Guaranties  are  to  be  paid 
in  lieu  of  salaries.  The  Participating  Percentages 
will  not  be  computed  or  paid  until  after  the  close  of 
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the  calendar  year.  The  total  paid  during  the  year 
by  way  of  Monthly  Guaranty  is  to  be  credited  on 
the  Participating  Percentage,  and  settlement  will  be 
made  for  the  balance. 

The  Participating  Percentages  are  to  be  com- 
puted on  the  year's  ''Net  Fees  Before  Participa- 
tion." In  arriving  at  that  figure  all  expenses  for 
the  year  are  to  be  deducted  except  Monthly  Guaran- 
ties paid  participants  and  except  salaries  paid  to 
partners. 

In  order  to  safeguard  the  provision  thus  made 
for  participants,  it  must  be  stipulated  that  the  par- 
ticipating privilege  does  not  constitute  participants' 
partners,  or  amount  to  a  contract  of  employment  on 
an  annual  or  other  basis  or  restrict  the  partners' 
freedom  of  action  in  terminating  any  employment 
at  any  time ;  that  it  gives  the  participants  no  voice 
in  firm  decisions  or  right  of  access  to  books  or  right 
to  receive  detailed  statements,  and  in  any  question 
of  amounts  or  of  computations  the  decision  of  Price, 
Waterhouse  &  Co.,  or  other  certified  accountants 
employed  by  the  firm  is  to  be  final.  Percentages 
are  based  on  present  conditions  and  it  is  contem- 
plated that  percentages  may  be  changed  at  any  time 
on  notice  to  the  participants  affected  and  that  other 
persons  may  be  admitted  to  participation  at  any 
time  as  the  partners  may  consider  appropriate. 

This  memorandum  is  to  receive  the  approval  of 
the  participant  mentioned  below  and  will  be  handed 
the  Accounting  Department  for  its  guidance.  The 
percentages  paid  participants  are  paid  them  by  way 
of  compensation  only  and  not  as  parties  to  a  joint 
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business  venture.  The  Accounting  Department  shall 
treat  them  accordingly  for  income  tax  and  all  other 
purposes.  The  participants  should  return  the 
amounts  received  in  their  income  tax  returns  as 
''Salaries,  wages,  etc.''  and  not  as  '^ Income  from  a 
partnership.''  The  amount  is  to  be  allocated  to 
the  year  in  respect  of  which  paid,  even  though  not 
actually  i)aid  until  the  following  year  after  the 
books  for  the  year  in  question  shall  have  been  closed. 
Mr.  Enersen,  having  been  selected  as  a  partici- 
pant, his  Monthly  Guaranty  is  fixed  at  $400  be- 
ginning January  1,  1941,  and  his  Participating  Per- 
centage is  fixed  at  1.75  per  cent,  beginning  with  the 
calendar  year  1941.  This  memorandum  shall  op- 
erate to  supersede  and  cancel  any  prior  memoran- 
dum, such  supersession  and  cancellation  to  be  ef- 
fective as  at  the  date  hereof,  subject  to  rights  under 
any  such  prior  memorandum  heretofore  accrued  in 
respect  to  the  year  1940. 

Approved  as  of  January  1,  1941. 

/s/  BURNHAM  ENERSEN. 

Admitted  November  7,  1949. 


JOINT  EXHIBIT  3-C 

Memorandum  by  Participant — 1942 

In  order  to  link  them  still  more  closely  with  the 
business  of  the  firm,  and  to  give  them  a  direct 
financial  interest  in  its  welfare,  recognition  is  ac- 
corded to  certain  members  of  our  staff  of  attorneys, 
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in  addition  to  Monthly  Guaranties,  in  certain  Par- 
ticipating Percentages,  contingent,  in  each  case,  on 
their  remaining  members  of  the  staff  throughout 
the  calendar  year.  The  Monthly  Guaranties  are  to 
be  paid  in  lieu  of  salaries.  The  Participating  Per- 
centages will  not  be  computed  or  paid  until  after 
the  close  of  the  calendar  year.  The  total  paid  dur- 
ing the  year  by  way  of  Monthly  Guaranty  is  to  be 
credited  on  the  Participating  Percentage,  and  set- 
tlement will  be  made  for  the  balance. 

Participating  Percentages  are  to  be  computed 
on  the  year's  *^Net  Fees  Before  Participation.''  In 
arriving  at  that  figure  there  shall  be  deducted  all 
expenses  for  the  year,  including  depreciation  as 
regularly  charged  and  including  the  amount,  if  any, 
by  which  the  Monthly  Guaranty  paid  any  Partici- 
pant or  Participants  shall  exceed  the  amount  paid 
or  payable  to  such  Participant  or  Participants  as 
Participating  Percentage.  However,  salaries,  if 
any,  paid  to  partners  shall  not  be  deducted. 

In  order  to  safeguard  the  provision  thus  made  for 
participants,  it  must  be  stipulated  that  the  partici- 
pating ])rivilege  does  not  constitute  participants' 
partners,  or  amount  to  a  contract  of  employment  on 
an  annual  or  other  basis  or  restrict  the  partners' 
freedom  of  action  in  terminating  any  employment 
at  any  time;  that  it  gives  the  participants  no  voice 
in  firm  decisions  or  right  ,of  access  to  books  or 
right  to  receive  detailed  statements,  and  in  any 
question  of  amounts  or  of  computations  the  deci- 
sion of  Price,  Waterhouse  &  Co.,  or  other  certified 
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accountants  employed  by  the  firm  is  to  be  final. 
Percentages  are  based  on  present  conditions  and  it 
is  contemplated  that  percentages  may  be  changed 
at  any  time  on  notice  to  the  participants  affected 
and  that  other  persons  may  be  admitted  to  partici- 
pation at  any  time  as  the  partners  may  consider 
appropriate. 

This  memorandum  is  to  receive  the  approval  of 
the  participant  mentioned  below  and  will  be  handed 
the  Accounting  Department  for  its  guidance.  The 
percentages  paid  participants  are  paid  them  by  way 
of  compensation  only  and  not  as  parties  to  a  joint 
business  venture.  The  Accounting  Department  shall 
treat  them  accordingly  for  income  tax  and  all  other 
purposes.  The  participants  should  return  the 
amounts  received  in  their  income  tax  returns  as 
"Salaries,  wages,  etc.*'  and  not  as  "Income  From  a 
Partnership."  The  amount  is  to  be  allocated  to  the 
year  in  respect  of  which  paid,  even  though  not 
actually  paid  until  the  following  year  after  the 
books  for  the  year  in  question  shall  have  been 
closed. 

Mr.  Burnham  Enersen,  having  been  selected  as  a 
participant,  his  Monthly  Guaranty  is  fixed  at  $400.00 
beginning  January  1,  1942,  and  his  Participating 
Percentage  is  fixed  at  2.25  per  cent,  beginning  with 
the  calendar  year  1942.  This  memorandum  shall  op- 
erate to  supersede  and  cancel  any  prior  memoran- 
dum, such  supersession  and  cancellation  to  be  ef- 
fective as  at  the  date  hereof,  subject  to  riahts  under 
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any  such  prior  memorandum  heretofore  accrued  in 
respect  to  the  year  1941. 

Approved  as  of  January  1,  1942. 

/s/  BURNHAM  ENERSEN. 

Admitted  November  7,  1949. 


JOINT  EXHIBIT  4-D 
Memorandum  by  Participant — 1943 

In  order  to  link  them  still  more  closely  with  the 
business  of  the  firm,  and  to  give  them  a  direct  finan- 
cial interest  in  its  welfare,  recognition  is  accorded 
to  certain  members  of  our  staff  of  attorneys,  in  addi- 
tion to  Monthly  Guaranties,  in  certain  Participating 
Percentages,  contingent,  in  each  case,  on  their  re- 
maining members  of  the  staff  throughout  the  calen- 
dar year.  The  Monthly  Guaranties  are  to  be  paid 
in  lieu  of  salaries.  The  Participating  Percentages 
will  not  be  computed  or  paid  until  after  the  close 
of  the  calendar  year.  The  total  paid  during  the 
year  by  way  of  Monthly  Guaranty  is  to  be  credited 
on  the  Participating  Percentage,  and  settlement  will 
be  made  for  the  balance. 

Participating  Percentages  are  to  be  computed 
on  the  year's  ^'Net  Fees  Before  Participation."  In 
arriving  at  that  figure  there  shall  be  deducted  all 
expenses  for  the  year,  including  depreciation  as  reg- 
ularly charged  and  including  the  amount,  if  any, 
by  which  the  Monthly  Guaranty  paid  any  Partici- 
pant or  Participants  shall  exceed  the  amount  paid 
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or  payable  to  such  Participant  or  Participants  as 
Participating  Percentage.  However,  salaries,  if 
any,  paid  to  partners  shall  not  be  deducted. 

In  order  to  safeguard  the  provision  thus  made 
for  participants,  it  must  be  stipulated  that  the  par- 
ticipating privilege  does  not  constitute  participants' 
partners,  or  amount  to  a  contract  of  employment  on 
an  annual  or  other  basis  or  restrict  the  partners' 
freedom  of  action  in  terminating  any  employment  at 
any  time;  that  it  gives  the  participants  no  voice  in 
firm  decisions  or  right  of  access  to  books  or  right 
to  receive  detailed  statements,  and  in  any  question 
of  amounts  or  of  computations  the  decision  of  Price, 
Waterhouse  &  Co.,  or  other  certified  accountants 
employed  by  the  firm  is  to  be  final.  Percentages 
are  based  on  present  conditions  and  it  is  contem- 
plated that  percentages  may  be  changed  at  any  time 
on  notice  to  the  participants  affected  and  that  other 
persons  may  be  admitted  to  participation  at  any 
time  as  the  partners  may  consider  appropriate. 

This  memorandum  is  to  receive  the  approval  of 
the  participant  mentioned  below  and  will  be  handed 
the  Accounting  Department  for  its  guidance.  The 
percentages  paid  participants  are  paid  them  by  way 
of  compensation  only  and  not  as  parties  to  a  joint 
business  venture.  The  Accounting  Department  shall 
treat  them  accordingly  for  inome  tax  and  all  other 
purposes.  The  participants  should  return  the 
amounts  received  in  their  income  tax  returns  as 
"Salaries,  wages,  etc.,"  and  not  as  ''Income  From 
a  Partnership."  The  amount  is  to  be  allocated  to 
the  year  in  respect  of  which  j)aid,  oven  though  not 
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actually  paid  until  the  following  year  after  the  books 
for  the  year  in  question  shall  have  been  closed. 

Mr.  Burnham  Enersen,  having  been  selected  as  a 
participant,  his  Monthly  Guaranty  is  fixed  at  $500.00 
beginning  January  1,  1943,  and  his  Participating 
Percentage  is  fixed  at  2.65  per  cent,  beginning  with 
the  calendar  year  1943.  This  memorandum  shall  op- 
erate to  supersede  and  cancel  any  prior  memoran- 
dum, such  supersession  and  cancellation  to  be  ef- 
fective as  at  the  date  hereof,  subject  to  rights  under 
any  such  prior  memorandum  heretofore  accrued  in 
respect  to  the  year  1942. 

Approved  as  of  January  1, 1943. 

/s/  BURNHAM  ENERSEN. 
Admitted  November  7, 1949. 


Mr.  Costigan:  I  think  that  that  completes  our 
case. 

OPENING  STATEMENT  ON  BEHALF 
OF  RESPONDENT 

By  Mr.  Crouter: 

If  your  Honor  please,  I  will  be  very  brief  on  this. 
These  proceedings  as  I  view  them  are  quite  similar 
to  the  Nielson  cases,  which  were  submitted  to  the 
Court  this  morning,  and  involve  a  similar  question. 
The  facts  are  quite  similar  and  in  some  respects 
more  complete  in  this  case,  because  there  were  writ- 
ten agreements  relating  to  the  employment  of  the 
Petitioner,  Mr.  Erierson  here,  in  this  period  prior 
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to  the  time  when  he  became  a  partner,  and  those 
set  forth  the  exact  compensation  arrangement  both 
as  salary  and  with  respect  to  participation  in  profits 
and  very  clearly  and  definitely  provide  that  this 
shall  not  be  considered  as  any  distribution  of  part- 
nership earnings,  so  the  question  will  be  similar  to 
those  other  cases.  The  Commissioner's  position 
is  very  similar,  as  in  the  other  cases,  and  arises  ui)on 
a  similar  determination  by  the  Commissioner  that 
Section  107  does  not  apply,  the  statement  attached 
to  the  Deficiency  Notice  reading  in  part  as  follows : 
^^It  is  held  that  prior  to  August  1,  1943,  you  were  an 
employee  of  the  partnership  and  did  not  have  the 
right  to  participate  in  fees  earned  by  the  partner- 
ship prior  to  that  date." 

Counsel  refers  to  some  portion  of  the  statute, 
being  Section  107,  but  as  the  Court  well  knows  that 
statute  starts  out  and  reads:  "If  at  least  80  per 
centum  of  the  total  compensation  for  personal 
services  covered  a  period  36  calendar  months  or 
more,''  and  so  forth. 

Now,  Respondent's  position  is  that  under  these 
facts,  and  we  try  to  include  all  of  the  facts,  so  that 
may  be  a  little  immaterial  but  to  get  the  whole  pic- 
ture in  there,  the  facts  will  show  the  Court  that  the 
Petitioner,  Mr.  Enersen,  was  fully  compensated  un- 
der his  arrangement  and  under  the  contracts  down 
to  this  period  of  August  1,  1943,  when  he  became  a 
partner  and  when  he,  of  course,  received  a  greater 
percentage  than  a  mere  employee. 

Now,  our  taxable  years,  of  course,  are  calendar 
years  1944  and  1945.    Therefore,  he  did  not  have  a 
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full  three  years'  status.  I  will  not  try  to  discuss 
the  facts  further,  because  I  think  that  is  more  in 
the  nature  of  argument. 

I  would  like  to  submit  a  complete  photostat  of 
the  tax  returns  involved  as  the  next  exhibit,  starting 
with  *'E,"  if  that  is  agreeable  at  this  time. 

Mr.  Costigan:     No  objection. 

Mr.  Crouter:  1944  income  tax  return  of  Burn- 
ham  Enersen  as  Exhibit  E. 

The  Court :     It  is  received  in  evidence,  Exhibit  E. 

(Whereupon  the  document  was  marked  for 
identification  as  Exhibit  E  and  was  received  in 
evidence.) 
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Form  872  Duplicate 

Consent    Fixing    Period    of    Limitation    Upon 

Assessment  of  Income  and  Profits  Tax 

Dec.  30,  1947. 

In  pursuance  of  the  provisions  of  existing  Inter- 
nal Revenue  Laws,  Burnham  Enersen,  a  taxpayer 
(or  taxpayers)  of  2172  Green  Street,  San  Francisco, 
California,  and  the  Commissioner  of  Internal  Reve- 
nue hereby  consent  and  agree  as  follows: 

That  the  amount  of  any  income,  excess-profits,  or 
war-profits  taxes  due  under  any  return  (or  returns) 
made  by  or  on  behalf  of  the  above-named  taxpayer 
(or  taxpayers)  for  the  taxable  year  ended  December 
31,  1944,  under  existing  acts,  or  under  prior  revenue 
acts,  may  be  assessed  at  any  time  on  or  before  June 
30,  1949,  except  that,  if  a  notice  of  a  deficiency  in 
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tax  is  sent  to  said  taxpayer  (or  taxpayers)  by  reg- 
istered mail  on  or  before  said  date,  then  the  time 
for  making  any  assessment  as  aforesaid  shall  be 
extended  beyond  the  said  date  by  the  number  of 
days  during  which  the  Commissioner  is  prohibited 
from  making  an  assessment  and  for  sixty  days 
thereafter. 

/s/  BURNHAM  ENERSEN, 
Taxpayer.! 

[Seal2] :      /s/  GEO.  J.  SCHOENEMAN, 
Commissioner  of 
Internal  Revenue. 

By  /s/  R.  L.  S. 

Date:     12/31/47. 


iThis  consent  may  be  executed  by  the  taxpayer's 
attorney  or  agent,  provided  such  action  is  specifi- 
cally authorized  by  a  power  of  attorney,  which,  if  not 
previously  filed,  must  accompany  the  consent. 

If  executed  with  respect  to  a  year  for  which  a 
Joint  Return  of  a  Husband  and  Wife  w^as  filed,  this 
consent  must  be  signed  by  both  spouses  unless  one 
spouse,  acting  under  a  power  of  attorney,  signs  as 
agent  for  the  other. 


2If  this  consent  is  executed  on  behalf  of  a  corpora- 
tion, it  shall  be  signed  with  the  corporate  name,  fol- 
lowed by  the  signature  and  title  of  such  officer  or 
officers  of  the  corporation  as  are  empowered  under 
the  laws  of  the  State  in  which  the  corporation  is 
located  to  sign  for  the  corporation,  in  addition  to 
which  the  seal  of  the  corporation  must  be  affixed. 
Where  the  corporation  has  no  seal,  the  consent  must 
be  accompanied  by  a  certified  copy  of  the  resolution 
passed  by  the  board  of  directors,  giving  the  officer 
authority  to  sign  the  consent. 
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Schedule  Attached  to 
United  States  Individual  Income  Tax  Return 
1944 
Burnham  Enersen 
Note :    The  income  reported  hereon  is  one-half  of  the  community  in- 
come of  taxpayer  and  wife,  and  all  deductions  shown  are  one-half  of 
their  total  deductions.   The  other  one-half  of  such  income  and  deduc- 
tions is  reported  on  the  return  of  taxpayer's  wife,  Nina  W.  Enersen. 
Computation  of  Reduction  in  Tax  under  Section  107  of  I.R.C. 

Tax  on  entire  income  at  1944  rates  (page  4,  Item  11)  $1,189.37 

Adjusted  Gross  Income  (page  4,  Item  1)  $6,239.21 

Less  share  of  partnership  fees  allocable 

to  prior  years 1,638.58 


Balance  taxable  at  1944  rates $4,600.63 


Tax  thereon — see  table 766.00 


Portion  of  tax  attributable  to  income 

allocated  to  prior  years $   423.37 

Tax  on  income  allocated  to  prior  years ; 


Taxable 

Income 

Year 

Allocated 

Tax 

1943 

$    403.26 

$  97.99 

1942 

403.25 

21.57 

1941 

391.42 

49.32 

1940 

346.45 

13.72 

1939 

94.20 

3.39 

$1,638.58 

$185.99 

185.99 
Reduction  in  tax  by  use  of  Section  107  (page  4,  Item  14) $   237.38 
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POWER  OF  ATTORNEY 

Know  All  Men  by  These  Presents: 

That  the  undersigned,  Burnham  Enersen,  does 
hereby  make,  constitute  and  appoint  Henry  D. 
Costigan,  Stanley  Morrison  and  Gordon  M.  Weber, 
the  address  of  all  of  whom  is  351  California  Street, 
San  Francisco,  California,  jointly,  and  each  of  them 
severally,  his  true  and  lawful  attorney  and  attor- 
neys, for  him  and  in  his  name,  place  and  stead,  to 
prepare,  execute  and  file  returns  and  amended  re- 
turns for  the  undersigned  for  the  calendar  years 
1944  and  1945  under  the  Revenue  Acts  of  the  United 
States  of  America;  to  appear  before  the  Treasury 
Department  of  the  United  States  and  the  Bureau 
of  Internal  Revenue  and  other  bureaus,  agencies, 
officers  and  agents  of  said  Department,  before  the 
United  States  Tax  Court,  before  any  board  or  com- 
mission, and  before  any  court  or  courts  of  any  state 
or  of  the  United  States,  and  to  represent  the  under- 
signed in  all  matters  arising  out  of  or  in  any  re- 
spect connected  with  any  or  all  returns  or  amended 
returns  heretofore  or  hereafter  filed  by  him,  or  re- 
lating to  the  determination  of  such  taxes,  if  any, 
as  may  be  found  to  be  due  from  him  under  any 
Revenue  Act  or  Acts  of  the  United  States  of 
America  for  the  said  calendar  years  1944  and  1945 ; 
to  have  access  to  and  examine  all  documents  and 
data  in  the  possession  of  said  Treasury  Department, 
or  any  bureau,  agency,  officer  or  agent  of  said  De- 
partment, or  said  Tax  Court,  or  any  board  or  com- 
mission, or  any  court,  with  respect  to  the  liability 
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of  the  undersigned  for  federal  taxes  under  any 
statute  of  the  United  States  imposing  such  taxes, 
and  to  secure  therefrom  any  and  all  information 
relative  thereto;  to  receive  but  not  to  endorse  and 
collect  checks  in  settlement  of  any  refund  made  to 
the  undersigned;  to  delegate  any  or  all  of  the 
authority  herein  granted;  to  substitute  another 
agent  or  attorney,  or  other  agents  or  attorneys;  to 
execute  for  him  and  on  his  behalf,  any  waiver  or 
waivers  or  consent  or  consents  agreeing  to  a  later 
determination  and  assessment  of  taxes  than  is  pro- 
vided by  statutes  of  limitations,  to  execute  for  the 
undersigned  and  on  his  behalf,  closing  agreements 
relative  to  the  tax  liability  of  the  undersigned;  to 
sign  for  him  and  on  his  behalf,  refund,  credit  or 
abatement  claims,  protests,  letters,  petitions  on  ap- 
peal, pleadings  and  any  other  papers  or  documents 
whatsoever  in  connection  with  said  taxes;  provided 
that  the  enumeration  herein  of  specific  powers  shall 
not  be  construed  as  a  limitation  upon  the  authority 
of  said  attorneys  and  each  of  them  to  do  any  act 
which  the  undersigned  might  lawfully  do. 

Giving  and  Granting  unto  his  said  attorneys,  and 
to  each  of  them  severally,  full  power  and  authority 
to  do  and  perform  every  act  and  thing  whatsoever 
necessary  or  convenient  to  be  done  in  the  premises 
as  fully  to  all  intents  and  purposes  as  the  under- 
signed might  do  or  could  do,  with  full  power  of 
substitution  or  revocation,  hereby  ratifying  and  con- 
firming all  that  his  said  attorneys,  or  any  of  them 
or  tlieir  substitute  or  substitutes,  or  the  substitute 
or  substitutes  of  any  of  them,  shall  lawfully  do  or 
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cause  to  be  done  by  virtue  thereof. 

And  the  undersigned  does  hereby  revoke  all  pow- 
ers of  attorney  heretofore  given  for  the  foregoing 
purposes. 

In  Witness  Whereof,  the  undersigned  has  here- 
unto subscribed  his  name,  this  14th  day  of  May, 
1948. 

Executed  in  Triplicate. 

/s/  BURNHAM  ENERSEN. 

State  of  California, 

City  and  County  of  San  Francisco — ss. 

On  this  14th  day  of  May,  1948,  before  me,  Chal- 
mer  Munday,  a  Notary  Public  in  and  for  the  City 
and  County  of  San  Francisco,  State  of  California, 
residing  therein,  duly  commissioned  and  sworn, 
personally  appeared  Burnham  Enersen,  known  to 
me  to  be  the  person  described  in  and  whose  name 
is  subscribed  to  and  who  executed  the  within  and 
foregoing  instrument,  and  acknowledged  to  me  that 
he  executed  the  same. 

In  Witness  Whereof,  I  have  hereunto  set  my 
hand  and  affixed  my  official  seal  at  my  office  in  said 
City  and  County  and  State  the  day  and  year  in  this 
certificate  first  above  written. 

[Seal]        /s/  CHALMER  MUNDAY, 
Notary  Public  in  and  for  the  City  and  County  of 
San  Francisco,  State  of  California. 

Admitted  November  7,  1949. 
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Mr.  Crouter :     The  1945  return  of  Burnham  Ener- 
sen as  Exhibit  F. 

The  Court:     Received  in  evidence,  Exhibit  F. 

(Whereupon  the  document  was  marked  for 
identification  as  Exhibit  F  and  was  received  in 
evidence.) 
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Power  of  Attorney 

Know  All  Men  by  These  Presents : 

That  the  undersigned,  Burnham  Enersen,  does 
hereby  make,  constitute  and  appoint  Henry  D.  Cos- 
tigan,  Stanley  Morrison  and  Gordon  M.  Weber,  the 
address  of  all  of  whom  is  351  California  Street,  San 
Francisco,  California,  jointly,  and  each  of  them 
severally,  his  true  and  lawful  attorney  and  attor- 
neys, for  him  and  in  his  name,  place  and  stead,  to 
prepare,  execute  and  file  returns  and  amended 
returns  for  the  undersigned  for  the  calendar  years 
1944  and  1945  under  the  Revenue  Acts  of  the 
United  States  of  America;  to  appear  before  the 
Treasury  Department  of  the  United  States  and  the 
Bureau  of  Internal  Revenue  and  other  bureaus, 
agencies,  officers  and  agents  of  said  Department, 
before  the  United  States  Tax  Court,  before  any 
board  or  commission,  and  before  any  court  or  courts 
of  any  state  or  of  the  United  States,  and  to  rep- 
resent the  undersigned  in  all  matters  arising  out 
of  or  in  any  respect  connected  with  any  or  all  re- 
turns or  amended  returns  heretofore  or  hereafter 
filed  by  him,  or  relating  to  the  determination  of  such 
taxes,  if  any,  as  may  be  found  to  be  due  from  him 
under  any  Revenue  Act  or  Acts  of  the  United 
States  of  America  for  the  said  calendar  years  1944 
and  1945;  to  have  access  to  and  examine  all  docu- 
ments and  data  in  the  possession  of  said  Treasury 
Department,  or  any  bureau,  agency,  officer  or  agent 
of  said  Department,  or  said  Tax  Court,  or  any  board 
or  commission,  or  any  court,  with  respect  to  the 
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liability  of  the  undersigned  for  federal  taxes  under 
any  statute  of  the  United  States  imposing  such 
taxes,  and  to  secure  therefrom  any  and  all  infor- 
mation relative  thereto;  to  receive  but  not  to  en- 
dorse and  collect  checks  in  settlement  of  any  refund 
made  to  the  undersigned;  to  delegate  any  or  all  of 
the  authority  herein  granted;  to  substitute  another 
agent  or  attorney,  or  other  agents  or  attorneys;  to 
execute  for  him  and  on  his  behalf,  any  waiver  or 
waivers  or  consent  or  consents  agreeing  to  a  later 
determination  and  assessment  of  taxes  than  is  pro- 
vided by  statutes  of  limitations,  to  execute  for  the 
undersigned  and  on  his  behalf,  closing  agreements 
relative  to  the  tax  liability  of  the  undersigned;  to 
sign  for  him  and  on  his  behalf,  refund,  credit  or 
abatement  claims,  protests,  letters,  petitions  on  ap- 
peal, pleadings  and  any  other  papers  or  documents 
whatsoever  in  connection  with  said  taxes ;  provided 
that  the  enumeration  herein  of  specific  powers  shall 
not  be  construed  as  a  limitation  upon  the  authority 
of  said  attorneys  and  each  of  them  to  do  any  act 
which  the  undersigned  might  lawfully  do. 

Giving  and  Granting  unto  his  said  attorneys,  and 
to  each  of  them  severally,  full  power  and  authority 
to  do  and  perform  every  act  and  thing  w^hatsoever 
necessary  or  convenient  to  be  done  in  the  premises 
as  fully  to  all  intents  and  purposes  as  the  under- 
signed might  do  or  could  do,  with  full  power  of  sub- 
stitution or  revocation,  hereby  ratifying  and 
confirming  all  that  his  said  attorneys,  or  any  of 
them  or  their  substitute  or  substitutes,  or  the  sub- 
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stitute  or  substitutes  of  any  of  them,  shall  lawfully 
do  or  cause  to  be  done  by  virtue  thereof. 

And  the  undersigned  does  hereby  revoke  all  pow- 
ers of  attorney  heretofore  given  for  the  foregoing 
purposes. 

In  Witness  Whereof,  the  undersigned  has  here- 
unto subscribed  his  name,  this  14th  day  of  May, 
1948. 

Executed  in  Triplicate. 

/s/  BURNHAM  ENERSEN. 

State  of  California, 

City  and  County  of  San  Francisco — ss. 

On  this  14th  day  of  May,  1948,  before  me,  Chal- 
mer  Munday,  a  Notary  Public  in  and  for  the  City 
and  County  of  San  Francisco,  State  of  California, 
residing  therein,  duly  commissioned  and  sworn,  per- 
sonally appeared  Burnham  Enersen,  known  to  me 
to  be  the  person  described  in  and  whose  name  is 
subscribed  to  and  who  executed  the  within  and  fore- 
going instrument,  and  acknowledged  to  me  that  he 
executed  the  same. 

In  Witness  Whereof,  I  have  hereunto  set  my 
hand  and  affixed  my  official  seal  at  my  office  in  said 
City  and  County  and  State  the  day  and  year  in 
this  certificate  first  above  written. 

[Seal]        /s/  CHALMER  MUNDAY, 
Notary  Public  in  and  for  the  City  and  County  of 
San  Francisco,  State  of  California. 
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Schedule  Attached  to 

United  States  Individual  Income  Tax  Return 
1945 

Burnham  Enersen 

Note :    The  income  reported  hereon  is  one-half  of  the  community  in- 
come of  taxpayer  and  wife,  and  all  deductions  shown  are  one-half  of 
their  total  deductions.   The  other  one-half  of  such  income  and  deduc- 
tions is  reported  on  the  return  of  taxpayer's  wife,  Nina  W.  Enersen. 
Page  3:  One-Half 

Reported 
Contributions :  Hereon 

Share  of  Firm  Contributions $     596.47 

Carleton  College 12.00 

American  Red  Cross 50.00 

California  State  Automobile  Assn 12.00 

Commonwealth  Club  of  California 14.00 

U.  S.  Coast  Guard  League 3.00 

Stanford  Convalescent  Home  Auxiliary 5.00 

A.  P.  &  A.  M 4.00 

Golden  Gate  Kindergarten  Auxiliary 3.00 

$  699.47      $    349.74 
Interest : 

Richard  C.  Lindsay $  88.50 

Bank  of  Montreal  (S.F.) 65.02 

Bankers  Life  Insurance  Company 42.90 

Prudential  Insurance  Company 37.50 

Equitable  Life  Assurance  Soc 32.25 

Penn  Mutual  Insurance  Company 11.40 

New  York  Life  Insurance  Company 8.75 

$     286.32  143.16 

Taxes : 

California  Auto  License  and  Tax $  8.70 

California  personal  income  tax : 

Nina  W.  Enersen 39.16 

Burnham  Enersen 39.16 

San  Francisco  personal  property  tax 2.35 

California  Sales  Taxes  (estimated) 50.00 

$     139.37  69.68 
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Miscellaneous : 

Bar  Association  dues : 

American  Bar $    8.00 

California  Bar 10.00 

San  Francisco  Bar 18.00 

Assn.  of  I.C.C.  Practitioners 7.00  43.00 

Depreciation  on  law  books 4.11 

Safe  deposit  box  rent  and  tax 4.80 

Entertainment  expense* 100.00 


$      151.91       $     75.96 


*  Commercial  Club  dues  and  charges  totalled  $365.42  for  the  year. 
At  least  $100  of  this  amount  represented  the  cost  of  entertaining  clients 
and  other  business  guests. 

Computation  of  Reduction  in  Tax  under  Section  107  of  I.R.C. 

Tax  on  entire  net  income  at  1945  rates  (page  3,  Item  11) $4,556.72 

Net  Income  (page  3,  Item  3) $14,699.40 

Less :  Share  of  Partnership  fees  allocable 

to  prior  years 4,841.98 


Balance  taxable  at  1945  rates $  9,857.42 


Tax  thereon  at  1945  rates $2,532.24 


Portion  of  tax  attributable  to  income  allocated  to  prior  years.. ..$2, 024.48 
Tax  on  income  allocated  to  prior  years : 


Taxable 

Income 

Year 

Allocated 

Tax 

1944 

$1,508.42 

$385.62 

1943 

1,508.41 

403.80 

1942 

699.16 

37.41 

1941 

59.36 

7.48 

1940 

76.62 

6.21 

1939 

82.50 

2.97 

1938 

78.91 

2.84 

1937 

78.91 

2.84 

1936 

78.91 

2.84 

1935 

78.92 

2.84 

1934 

157.83 

5.68 

1933 

157.83 

6.31 

1932 

157.83 

6.31 

1931 

118.37 

1.33 

$4,841.98 

$874.48 

874.48 
Reduction  in  tax  pursuant  to  Section  107  (Page  3  -  Item  14)....$1, 150.00 
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Page  3 
Deductions 
Contributions 

See  Attachment $349.74 

Allowable  Contributions  (not  in  excess  of 

15  percent  of  item  5,  page  1)  $    349.74 

Interest 

See  Attachment $143.16 

Total  Interest 143.16 

Taxes 

See  Attachment $  69.68 

Total  Taxes 69.68 

Losses  from  fire,  storm,  shipwreck,  or  other  casualty,  or  theft. 

[No  information  showTi.] 
Medical  and  dental  expenses 

[No  information  shown.] 
Miscellaneous  (See  Instructions) 

See  Attachment $  75.96 

Total  Miscellaneous  Deductions 75.96 

Total  Deductions $    638.54 

Tax  Computation — For  Persons  Not  Using  Tax  Table  on  Page  4 

1.  Enter  amount  shown  in  item  5,  page  1.  This  is 

your  Adjusted  Gross  Income $15,337.94 

2.  Enter  Deductions  (if  deductions  are  itemized 
above,  enter  the  total  of  such  deductions;  if 
adjusted  gross  income  (line  1,  above)  is  $5,000  or 
more  and  deductions  are  not  itemized,  enter  the 
standard  deduction  of  $500) 638.54 

3.  Subtract  line  2  from  line  1.  Enter  the  difference 

here.  This  is  your  Net  Income $14,699.40 

4.  Enter  your  Normal-Tax  Exemption  ($500  if 
return  includes  income  of  only  one  person; 

otherwise  see  Tax  Computation  Instructions)..        500.00 

5.  Subtract  line  4  from  line  3.  Enter  the  dif- 
ference here.   ( If  line  3  includes  partially  tax- 
exempt  interest,  see  Tax  Computation 

instructions)  $14,199.40 
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6.  Enter  here  3  percent  of  line  5.  This  is  your  Normal  Tax. 

(Figure  your  Surtax  below  and  enter  in  line  10) $   425.98 

7.  Copy  the  figure  you  entered  on  line  3,  above  ....$14,699.40 

8.  Enter  your  Surtax  Exemptions  ($500  for  each 

person  listed  in  item  1,  page  1)  1,000.00 


9.    Subtract  line  8  from  line  7.  Enter  the  dif- 
ference here.  This  is  your  Surtax  Net  income..$13,699.40 
10.    Use  the  Surtax  Table  in  instruction  sheet  to  figure  your 
Surtax  on  amount  entered  on  line  9.  Enter  the 
amount  here  4,130.74 


11.  Add  the  figures  on  lines  6  and  10,  and  enter  the  total 
here.  (If  alternative  tax  computation  is  made  on  sepa- 
rate Schedule  D,  enter  here  tax  from  line  15  of 

Schedule  D)  $4,556.72 

If  you  used  the  $500  standard  deduction  in  line  2,  disregard 
lines  12, 13,  and  14,  and  copy  on  line  15  the  same  figure 
you  entered  on  line  11. 

12.  Enter  here  any  income  tax  payments  to  a  foreign 
country  or  U.  S.  possession  (attach  Form  1116) . 

13.  Enter  here  any  income  tax  paid  at  source  on  tax-free 
covenant  bond  interest. 

14.  Reduction  under  Section  107 1,150.00 


15.    Subtract  line  14  from  line  11.  Enter  the  difference  here 

and  in  item  6,  page  1.  This  is  your  tax $3,406.72 
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iialfour  Building, 
351  California  Street, 
San  Francisco,  California. 

May  14,  1948. 

This  Is  to  Certify  that  I  have  not  entered  into  a 
contingent  or  partially  contingent  fee  agreement  for 
the  representation  before  the  Treasury  Department 
of  Burnham  Enersen  in  the  matter  of  Federal  taxes 
for  the  calendar  years  1944  and  1945,  under  the 
terms  of  a  Power  of  Attorney  filed  with  said  De- 
partment on 

/s/  HENRY  D.  COSTIGAN, 

/s/  STANLEY  MORRISON, 

/s/  GORDON  M.  WEBER. 

Admitted  November  7,  1949. 


Mr.  Crouter :     The  1944  return  of  Nina  W.  Ener- 
sen as  Exhibit  G. 

The  Court :     Received  in  evidence,  as  Exhibit  G. 

(Whereupon  the  document  was  marked  for 
identification  as  Exhibit  G  and  was  received  in 
evidence.) 

Mr.  Crouter:     And  the  1945  return  of  Nina  W. 
Enersen  as  Exhibit  H. 

The  Court :     Received  in  evidence  as  Exhibit  H. 

(Whereupon  the  document  was  marked  for 
identification  as  Exhibit  H  and  was  received  in 
evidence.) 
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Mr.  Crouter:     That  is  all  and  Respondent  rests. 

The  Court:  The  original  briefs  in  this  pro- 
ceeding will  be  due  on  January  the  28th,  and  the 
reply  briefs — I  beg  your  pardon — December  28, 
1949,  and  the  reply  briefs  will  be  due  on  January 
16,  1950. 

Mr.  Crouter :     Thank  you. 

Mr.  Costigan:  If  your  Honor  please,  we  have  a 
little  difficulty  on  reply  briefs  out  here,  because 
the  Clerk  of  the  Tax  Court  never  sends  them  air 
mail  and  they  often  take  as  much  as  a  w^eek  to 
reach  us  after  they  are  served,  and  I  was  wonder- 
ing if  we  could  have  a  little  more  time  on  reply 
briefs,  even  at  the  expense  of  having  less  on  the 
opening  brief. 

The  Court:  Well,  the  time  has  already  been 
extended.  Under  our  rules  the  date  would  be 
January  6  for  the  reply  brief,  but  I  am  willing  to 
add  something  to  that. 

If  you  will  refer  to  the  calendar,  Mr.  Baird,  will 
you  give  me  another  ten  days  on  that  and  just  be 
sure  that  it  doesn't  fall  on  Sunday  or  Saturday. 

The  Clerk :  The  26th,  your  Honor,  is  during  the 
week  and  also  the  27th. 

The  Court :     Reply  briefs  will  be  due  January  26. 

Mr.  Costigan :     Thank  you. 

The  Court:  The  case  stands  submitted.  Thank 
you  very  much. 

(Whereupon,  at  2:50  o'clock  p.m.,  the  hear- 
ing: in  the  above-entitled  matter  was  concluded.) 
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Certificate 

I,  Franklin  R.  Greene,  one  of  the  official  reporters 
of  The  Tax  Court  of  the  United  States  under  its 
reporting  contract,  assigned  to  report  certain  pro- 
ceedings during  the  session  of  The  Tax  Court  in 
ISan  Francisco,  California,  beginning  November  7, 
1949,  do  hereby  Certify  as  follows: 

That  I  reported  all  of  the  proceedings  in  the 
case  of  Burnham  Enersen,  Petitioner,  Docket  No. 
20978  and  Nina  W.  Enersen,  Petitioner,  Docket  No. 
20979,  on  November  7,  1949,  before  the  Honorable 
Marion  J.  Harron,  Judge  of  The  Tax  Court. 

That  I  did  well  and  truly,  to  the  best  of  my 
ability,  record  in  Stenotype  fully,  completely  and  ac- 
curately all  of  the  proceedings  w^hich  I  was  assigned 
to  report,  including  all  colloquy  and  statements 
made  during  the  proceedings,  and  all  questions  to 
and  answers  given  by  witnesses ; 

That  my  stenotype  record  is  full,  complete  and 
accurate ;  and 

That  the  foregoing  record  is  a  true,  complete  and 
accurate  transcript  of  my  stenotype  notes  of  all  the 
proceedings  which  I  reported,  and  all  of  the  testi- 
mony which  was  taken  in  the  above-entitled  cause. 

/s/  FRANKLIN  R.  GREENE, 
Reporter. 

Date :     Nov.  23,  1949. 

Filed  T.C.U.S.  December  7,  1949. 
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The  Tax  Court  of  the  United  States 
[Title  of  Causes.] 

Docket  Nos.  20978,  20979 

HENRY  D.  COSTIGAN,  ESQ.,  and 
GORDON  M.  WEBER,  ESQ., 

For  the  Petitioners. 

EARL  C.  CROUTER,  ESQ., 
For  the  Respondent. 

MEMORANDUM  FINDINGS  OF  FACT 
AND  OPINION 

Harron,  Judge: 

The  Commissioner  has  determined  deficiencies  in 
income  tax  as  follows : 

Docket  No.  20978—1944  $   237.38 

1945  1,150.00 

Docket  No.  20979—1944  257.38 

1945  983.37 

These  proceedings  have  been  consolidated  for  trial 
and  opinion. 

The  only  issue  is  whether  the  petitioner,  Burnham 
Enersen,  as  a  member  of  a  law  partnership  is  en- 
titled to  apply  section  107,  Internal  Revenue  Code, 
so  as  to  include  in  the  time  of  the  rendition  of  the 
services  the  period  prior  to  his  admission  to  the 
partnership.  The  respondent  has  held  that  the  peti- 
tioner is  not  entitled  to  receive  th(^  l)enefit  of  sec- 
tion 107,  as  amended,  because  he  had  not  been  a 
member  of  a  partnership  for  36  months. 
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Findings  of  Fact 

The  facts  which  have  been  stipulated  are  hereby 
found  as  facts.  The  facts  which  are  necessary  for 
an  understanding  of  the  question  are  as  follows : 

Burnham  Enersen,  hereinafter  called  '^  peti- 
tioner," and  Nina  W.  Enersen,  his  wife,  reside  in 
San  Francisco,  California.  They  filed  their  income 
tax  returns  for  the  years  involved  with  the  col- 
lector for  the  first  district  of  California. 

Petitioner  is  an  attorney  at  law.  From  1930  to 
August  1,  1943,  the  petitioner  was  employed  con- 
tinuously by  a  law  partnership  in  San  Francisco. 
He  was  admitted  to  partnership  in  the  firm  on 
August  1,  1943,  and  since  that  date  he  has  been  a 
partner  in  the  firm.  Upon  his  admission  to  partner- 
ship, he  became  entitled  to  share  in  fees  received 
thereafter  for  services  rendered  by  the  firm  over 
periods  of  several  years. 

From  the  time  of  his  first  employment  by  the 
firm  in  1930  or  1931  until  January  1,  1940,  the 
petitioner  was  paid  a  monthly  salary  plus  an  annual 
Christmas  bonus  amounting  to  a  part  of  a  month's 
salary.  From  January  1,  1940  to  August  1,  1943, 
the  amount  of  petitioner's  compensation  from  the 
partnership  was  fixed  in  accordance  with  certain 
agreements  which  covered  a  calendar  year,  or  por- 
tion thereof.  Under  these  agreements,  a  minimum 
salary. --^as  guaranteed,  and  above  the  ^uarant 
amount  a  percentage  of  net  profits  w^as  paid.  Dur- 
ing the  years  1940,  1941,  1942,  and  1943,  up  to 
August  first,  the  petitioner  received  the  guaranteed 
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salary,  plus  a  percentage  of  j^rofits  at  the  end  of 
each  year. 

From  and  after  August  1,  1943,  the  petitioner  as 
a  partner  in  the  partnership,  has  at  all  times  re- 
ceived a  specified  percentage  of  the  net  profits  of 
the  partnership,  namely,  3%  per  cent  from  August 
1,  1943,  to  December  30,  1945.  The  percentage  was 
increased  to  5.4571  per  cent  on  December  31,  1945. 

The  petitioner  and  his  wife  and  the  law  partner- 
ship have  at  all  times  follow^ed  the  cash  method  of 
accounting  in  the  keeping  of  accounts  and  the  mak- 
ing of  income  tax  returns;  and,  also,  have  made 
their  respective  tax  returns  on  a  calendar  year 
basis. 

During  1944  and  1945,  the  partnership  received 
fees  from  clients  of  which  80  per  cent  of  the  fees 
received  in  each  of  those  years  represented  compen- 
sation for  personal  services  of  the  firm  to  clients 
which  had  been  rendered  by  the  firm  over  a  period 
of  36  months  or  more.  In  the  case  of  the  largest 
amount  of  such  fees  which  the  firm  received  in  1944, 
petitioner  had  performed  services  for  clients  in 
the  matters  involved  during  the  period  from  Jan- 
uary, 1940  to  January,  1944;  and  in  the  case  of 
the  largest  amount  of  such  fees  received  in  1945, 
I)etitioner  had  performed  services  for  the  clients 
involved  during  the  period  from  September,  1943,  to 
December,  1945.  In  accordance  with  agreed  per- 
centages for  the  sharing  in  such  fees  by  partners 
and  employees  who  were  employed  on  a  percentage- 
of -profits  basis,  the  petitioner  received  $3,561.13  in 
1944;  and  $10,791.68  in  1945,  as  his  share  of  the 
above   fees   which   the   firm   received   in   1944   and 
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1945;  i.e.,  of  fees  for  personal  services  performed 
over  periods  of  36  months  or  more  of  which  fees, 
80  per  cent  or  more,  were  received  in  a  single 
taxable  year. 

The  petitioner  and  his  wife  were  married  in  1935, 
and  have  resided  together  in  California  since  their 
marriage,  including  the  years  1944  and  1945.  The 
above  amounts  of  the  shares  of  the  petitioner  in 
the  fees  above  described  which  were  received  in 
1944  and  1945,  constituted  community  property  ac- 
quired subsequent  to  1927. 

Opinion 

The  petitioner  reported  his  income  and  com- 
puted his  tax  for  the  years  1944  and  1945  under 
the  provisions  of  section  107,  Internal  Revenue 
Code,  as  amended,  as  though  the  payments  in  ques- 
tion (aggregating  $3,561.33  in  1944,  and  $10,791.68 
in  1945)  had  been  received  by  him  ratably  over  the 
period  during  which  the  services  had  been  rendered. 

He  also  took  into  consideration  in  making  the 
ratable  allocation  the  fact  that  during  the  period 
1935  through  1945,  he  was  married  and  his  income 
was  part  of  the  community  property  of  himself  and 
his  wife;  but  with  respect  to  this  aspect  of  the 
issue  in  this  proceeding,  no  issue  is  presented. 

The  respondent,  in  the  notice  of  deficiency,  de- 
termined that  the  entire  amount  of  the  shares  of 
petitioner  in  the  fees  which  were  received  in  1944 
and  1945  were  taxable  in  1944  and  1945  as  ordinary 
income  received  in  full  in  those  years,  upon  his 
holding  that  the  petitioner  did  not  qualify  for  relief 
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under  section  107(a)  with  respect  to  fees  earned 
since  August  1,  1943,  because  the  period  of  the  peti- 
tioner's membership  in  the  partnership  was  less 
than  36  calendar  months.  The  respondent  has  not 
questioned  the  allocation  of  the  income  in  question 
over  prior  years,  so  that  we  assume  that  if  the 
question  presented  is  decided  in  the  petitioners' 
favor,  there  are  no  deficiencies  in  the  taxable  years. 

The  question  presented  is  whether  section  107,  in 
the  form  in  which  it  was  applicable  to  the  years  be- 
fore us,  contemplates  allocation  of  compensation 
for  personal  services  rendered  by  a  partnership  over 
the  entire  period  of  rendition  of  the  services,  not- 
withstanding that  the  taxpayer-partner  who  shares 
in  the  compensation  was  not  a  member  of  the  part- 
nership during  all  of  that  period. 

The  same  question  was  x)resented  for  decision  in 
the  proceeding  of  Elder  W.  Marshall,  et  al..  Docket 
Nos.  23432  and  23433.  Our  opinion  in  that  pro- 
ceeding was  promulgated  on  January  27,  1950.  See 
14  T.C.  No.  12.  There,  as  here,  the  respondent  elim- 
inated the  entire  amount  of  the  share  of  the  tax- 
payer in  fees  from  the  scope  of  section  107  on  the 
ground  that  by  the  end  of  the  year  in  which  the 
income  was  received,  the  taxpayer  had  not  actually 
been  a  member  of  a  law  firm  for  the  36-month 
period  which  the  statute  prescribes. 

The  facts  in  this  proceeding  present  an  even 
stronger  case  for  the  petitioner  than  did  the  facts 
in  the  Marshall  case,  because  in  this  proceeding  the 
taxpayer  rendered  services  over  a  period  of  several 
years  for  which  the  fees  in  which  he  shared,  in  1944 
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and  1945,  were  paid  by  clients  as  compensation  for 
personal  services;  and,  also,  he  has  been  associated 
with  the  law  firm  in  question  throughout  the  period 
of  years  over  which  he  seeks  to  allocate  the  income 
in  question. 

In  Elder  W.  Marshall,  supra,  this  Court  rejected 
the  same  argument  which  the  respondent  has  ad- 
vanced in  this  proceeding.  In  so  doing,  we  took 
into  consideration  the  language  of  section  107  before 
and  after  the  1942  amendment,  and  the  Congres- 
sional intent  as  shown  by  Senate  Report  No.  1631, 
77th  Cong.,  2d  sess.,  109,  to  w^hich  the  petitioner  calls 
attention.  It  is  unnecessary  to  repeat  here  what 
we  have  said  in  the  Opinion  in  the  proceeding  of 
Elder  W.  Marshall,  supra.  It  is  held,  therefore, 
that  the  respondent's  determination  in  this  pro- 
ceeding whereby  he  has  eliminated  allocation  where 
the  partnership  status  did  not  extend  over  three 
years  is  erroneous.  As  we  said  in  Elder  W.  Mar- 
shall, supra: 

Since  it  is  the  status  of  the  recipient  of  the 
income  in  the  year  of  receipt,  and  not  either  his 
status  in  prior  years,  Federico  Stallforth,  6  T.C.  140, 
nor  the  identity  of  the  individual  who  contributed 
the  services,  that  is  made  to  govern  the  application 
of  section  107  in  its  present  form,  we  are  satisfied 
that  under  the  facts  of  this  proceeding  petitioner 
correctly  computed  his  tax  by  use  of  its  provisions. 

Decisions  will  be  entered  that  there  are  no 
deficiencies. 

LSeal]. 

Received  T.C.U.S.  January  18,  1950. 

Entered  Jan.  26,  1950. 
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The  Tax  Court  of  the  United  States 
Washington 

Docket  No.  20978 

BURNHAM  ENERSEN, 

Petitioner, 
vs. 

COMMISSIONER  OF  INTERNAL  REVENUE, 

Respondent. 

DECISION 

Pursuant  to  the  determination  of  the  Court,  as 
set  forth  in  the  Memorandmn  Findings  of  Fact  and 
Opinion,  entered  on  January  26,  1950,  it  is 

Ordered  and  Decided:  That  there  are  no  deficien- 
cies in  income  tax  for  the  years  1944  and  1945. 

[Seal]        /s/  MARION  J.  HARRON, 
Judge. 

Entered  Jan.  27,  1950. 

Served  Jan.  27,  1950. 
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The  Tax  Court  of  the  United  States 
Washington 
Docket  No.  20979 

NINA  W.  ENERSEN, 

Petitioner, 

vs. 

COMMISSIONER  OP  INTERNAL  REVENUE, 

Respondent. 

DECISION 

Pursuant  to  the  determination  of  the  Court,  as 
set  forth  in  its  the  Memorandum  Findings  of  Fact 
and  Opinion,  entered  on  January  26,  1950,  it  is 

Ordered  and  Decided :  That  there  are  no  deficien- 
cies in  income  tax  for  the  years  1944  and  1945. 

[Seal]        /s/  MARION  J.  HARRON, 

Judge. 

Entered  Jan.  27,  1950. 
Served  Jan.  27,  1950. 
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In  the  United  States  Court  of  Appeals 
for  the  Ninth  Circuit 

Docket  No.  20978 

COMMISSIONER  OF  INTERNAL  REVENUE, 

Petitioner  on  Review, 

vs. 

BURNHAM  ENERSEN, 

Respondent  on  Review. 

PETITION  FOR  REVIEW 

To  the  Honorable  Judges  of  the  United  States  Court 
of  Appeals  for  the  Ninth  Circuit: 

The  Commissioner  of  Internal  Revenue  hereby 
petitions  the  United  States  Court  of  Appeals  for 
the  Ninth  Circuit  to  review  the  decision  entered  by 
The  Tax  Court  of  the  United  States  on  January  27, 
1950,  ordering  and  deciding  that  there  are  no  de- 
ficiencies in  income  tax  for  the  years  1944  and  1945. 
This  petition  for  reidew  is  filed  pursuant  to  the  pro- 
visions of  Sections  1141  and  1142  of  the  Internal 
Revenue  Code. 

The  respondent,  Burnham  Enersen,  and  Nina  W. 
Enersen,  his  wife,  reside  in  San  Francisco,  Cali- 
fornia. They  filed  their  Federal  income  tax  returns 
for  the  calendar  years  1944  and  1945  with  the  Col- 
lector of  Internal  Revenue  for  the  First  District  of 
California,  whose  office  is  located  at  San  Francisco, 
California,  and  within  the  judicial  circuit  of  the 
United  States  Court  of  Appeals  for  the  Ninth  Cir- 
cuit, where  this  review  is  sought. 
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Nature  of  Controversy 

The  issue  is  whether  the  taxpayer,  Burnham 
Enersen,  as  a  member  of  a  law  partnership  is  en- 
titled to  apply  Section  107,  Internal  Revenue  Code, 
so  as  to  include  in  the  time  of  the  rendition  of  the 
services  the  period  prior  to  his  admission  to  the 
partnership. 

The  taxpayer,  Burnham  Enersen,  is  an  attorney 
at  law.  From  1930  to  August  1,  1943,  he  was  em- 
ployed continuously  by  a  law  partnership  in  San 
Francisco.  He  was  admitted  to  partnership  in  the 
firm  on  August  1,  1943,  and  since  that  date  he  has 
been  a  partner  in  the  firm.  Upon  his  admission  to 
partnership,  he  became  entitled  to  share  in  fees 
received  thereafter  for  services  rendered  by  the  firm 
over  periods  of  several  years.  The  taxpayer  received 
$3,561.13  in  1944  and  $10,791.68  in  1945  as  his  share 
of  the  fees  which  the  firm  received  in  1944  and  1945 ; 
i.e.,  of  fees  for  personal  services  performed  over 
periods  of  36  months  or  more  of  which  fees,  80  per 
cent  or  more,  were  received  in  a  single  taxable  year. 

The  taxpayer  reported  his  income  and  computed 
his  tax  for  the  years  1944  and  1945  under  the  pro- 
visions of  Section  107,  Internal  Revenue  Code,  as 
amended,  as  though  the  payments  in  question  had 
been  received  by  him  ratably  over  the  period  during 
which  the  services  had  been  rendered.  The  Commis- 
sioner determined  that  the  entire  amount  of  the 
shares  of  taxpayer  in  the  fees  w^hich  were  received 
in  1944  and  1945  were  taxable  in  1944  and  1945  as 
ordinary  income  received  in  full  in  those  years,  for 
the  reason  that  the  taxpayer  did  not  qualify  for  re- 
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lief  under  Section  107(a)  with  respect  to  fees 
earned  since  August  1,  1943,  because  the  period  of 
taxpayer's  membership  in  the  partnership  was  less 
than  36  calendar  months. 

The  Tax  Court,  however,  decided  in  favor  of  the 
taxpayer  on  the  authority  of  its  decision  in  Elder 
W.  Marshall,  et  al.,  14  T.  C.  No.  12,  and  held  that 
the  Commissioner's  determination  whereby  he  has 
eliminated  allocation  where  the  partnership  status 
did  not  extend  over  three  years  is  erroneous. 

/s/  THERON  L.  CAUDLE,  C.A.R., 

Assistant  Attorney  General. 

/s/  CHARLES  OLIPHANT,  C.A.R., 

Chief  Counsel,  Bureau  of  Internal  Revenue,  Coun- 
sel for  Petitioner  on  Review. 

Received  and  Filed  T.  C.  U.  S.  April  21,  1950. 


[Title  of  Court  of  Appeals  and  Cause.] 

Docket  No.  20978 

NOTICE  OF 
FILING  PETITION  FOR  REVIEW 

To :  Mr.  Burnham  Enersen, 
2642  Baker  Street, 
San  Francisco,  California. 

You  are  hereby  notified  that  the  Commissioner 
of  Internal  Revenue  did,  on  the  21st  day  of  April, 
1950,  file  with  the  Clerk  of  The  Tax  Court  of  the 
United  States,  at  Washington,  D.  C,  a  petition  for 
review  by  the  United  States  Court  of  Appeals  for 
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the  Ninth  Circuit  of  the  decision  of  the  Tax  Court 
heretofore  rendered  in  the  above-entitled  cause.  A 
copy  of  the  petition  for  review  as  filed  is  hereto 
attached  and  served  upon  you. 

Dated  this  21st  day  of  April,  1950. 

/s/  CHARLES  OLIPHANT,  C.A.R., 
Chief  Counsel,  Bureau  of  Internal  Revenue,  Coun- 
sel for  Petitioner  on  Review. 

Personal  service  of  the  above  and  foregoing 
notice,  together  with  a  copy  of  the  petition  for  re- 
view, is  hereby  acknowledged  this  24th  day  of  April, 
1950. 

/s/  BURNHAM  ENERSEN, 

Respondent  on  Review. 

Received  and  Filed  T.  C.  U.  S.  May  5,  1950. 


[Title  of  Court  of  Appeals  and  Cause.] 

Docket  No.  20978 

NOTICE  OP 
FILING  PETITION  FOR  REVIEW 

To:  Henry  D.  Costigan,  Esq., 
Gordon  M.  Weber,  Esq., 
1500  Balfour  Building, 
San  Francisco  4,  California. 

You  are  hereby  notified  that  the  Commissioner  of 
Internal  Revenue  did,  on  the  21st  day  of  April, 
1950,  file  with  the  Clerk  of  The  Tax  Court  of  the 
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United  States,  at  Washington,  D.  C,  a  petition  for 
review  by  the  United  States  Court  of  Appeals  for 
the  Ninth  Circuit  of  the  decision  of  the  Tax  Court 
heretofore  rendered  in  the  above-entitled  cause.  A 
copy  of  the  petition  for  review  as  filed  is  hereto 
attached  and  served  upon  you. 

Dated  this  21st  day  of  April,  1950. 

/s/  CHARLES  OLIPHANT,  C.A.R., 
Chief  Counsel,  Bureau  of  Internal  Revenue,  Coun- 
sel for  Petitioner  on  Review. 
Personal  service  of  the  above  and  foregoing  notice, 
together  with  a  copy  of  the  petition  for  review,  is 
hereby  acknowledged  this  24th  day  of  April,  1950. 

/s/  HENRY  D.  COSTIGAN, 

Counsel  for  Respondent  on 
Review. 

Received  and  Filed  T.  C.  U.  S.  May  5,  1950. 


[Title  of  District  Court  and  Cause.] 
Docket  No.  20979 

PETITION  FOR  REVIEW 

To  the  Honorable  Judges  of  the  United  States  Court 
of  Appeals  for  the  Ninth  Circuit: 
The  Commissioner  of  Internal  Revenue  hereby 
petitions  the  United  States  Court  of  Appeals  for  the 
Ninth  Circuit  to  review  the  decision  entered  by  The 
Tax  Court  of  the  United  States  on  January  27,  1950, 
ordering  and  deciding  that  there  are  no  deficiencies 
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in  income  tax  for  the  years  1944  and  1945.  This  peti- 
tion for  review  is  filed  pursuant  to  the  provisions 
of  Sections  1141  and  1142  of  the  Internal  Revenue 
Code. 

The  respondent,  Nina  W.  Enersen,  and  Burnham 
Enersen,  her  husband,  reside  in  San  Francisco,  Cali- 
fornia. They  filed  their  Federal  income  tax  returns 
for  the  calendar  years  1944  and  1945  with  the  Col- 
lector of  Internal  Revenue  for  the  First  District  of 
California,  whose  office  is  located  at  San  Francisco, 
California,  and  within  the  judicial  circuit  of  the 
United  States  Court  of  Appeals  for  the  Ninth  Cir- 
cuit, where  this  review^  is  sought. 

Nature  of  Controversy 

The  issue  is  whether  taxpayer's  husband.  Burn- 
ham  Enersen,  as  a  member  of  a  law  partnership  is 
entitled  to  apply  Section  107,  Internal  Revenue 
Code,  so  as  to  include  in  the  time  of  the  rendition 
of  the  services  the  period  prior  to  his  admission 
to  the  partnership. 

The  taxpayer's  husband,  Burnham  Enersen,  is 
an  attorney  at  law.  From  1930  to  August  1,  1943,  he 
was  employed  continuously  by  a  law  partnership  in 
San  Francisco.  He  was  admitted  to  partnership  in 
the  firm  on  August  1,  1943,  and  since  that  date  he 
has  been  a  partner  in  the  firm.  Upon  his  admission 
to  partnership,  he  became  entitled  to  share  in  fees 
received  thereafter  for  services  rendered  by  the  firm 
over  periods  of  several  years.  Burnham  Enersen  re- 
ceived $3,561.13  in  1944  and  $10,791.68  in  1945  as 
his  share  of  the  fees  which  the  firm  received  in  1944 


Bitrnham  Enersen,  et  al,  85 

and  1945;  i.e.,  of  fees  for  personal  services  per- 
formed over  periods  of  36  months  or  more  of  which 
fees,  80  per  cent  or  more,  were  received  in  a  single 
taxable  year. 

The  income  in  question  constituted  community 
property,  and  the  taxpayer  and  her  husband  re- 
ported their  income  and  computed  their  tax  for  the 
years  1944  and  1945  under  the  provisions  of  Section 
107,  Internal  Revenue  Code,  as  amended,  as  though 
the  i)ayments  in  question  had  been  received  ratably 
over  the  period  during  which  the  services  had  been 
rendered.  The  Commissioner  determined  that  the 
income  in  question  was  taxable  in  1944  and  1945  as 
ordinary  income  received  in  full  in  those  years,  for 
the  reason  that  the  taxpayer  and  her  husband  did 
not  qualify  for  relief  under  Section  107(a)  with 
respect  to  fees  earned  since  August  1,  1943,  because 
the  period  of  Burnham  Enersen 's  membership  in 
the  partnership  was  less  than  36  calendar  months. 

The  Tax  Court,  however,  decided  in  favor  of  the 
taxpayer  on  the  authority  of  its  de<3ision  in  Elder 
W.  Marshall,  et  al.,  14  T.  C.  No.  12,  and  held  that 
the  Commissioner's  determination  whereby  he  had 
eliminated  allocation  where  the  partnership  status 
did  not  extend  over  three  years  is  erroneous. 

/s/  THERON  L.  CAUDLE,  C.A.R., 
Assistant  Attorney  General. 

/s/  CHARLES  OLIPHANT,  C.A.R, 
Chief  Counsel,  Bureau  of  Internal  Revenue,  Counsel 
for  Petitioner  on  Review. 

Received  and  Filed  T.  C.  U.  S.  April  21,  1950. 
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[Title  of  Court  of  Appeals  and  Cause.] 

Docket  No.  20979 

NOTICE  OF 
FILING  PETITION  FOR  REVIEW 

To:  Mrs.  Nina  W.  Enersen, 
2642  Baker  Street, 
San  Francisco,  California. 

You  are  hereby  notified  that  the  Commissioner  of 
Internal  Revenue  did,  on  the  21st  day  of  April, 
1950,  file  with  the  Clerk  of  The  Tax  Court  of  the 
United  States,  at  Washington,  D.  C,  a  petition  for 
review  by  the  United  States  Court  of  Appeals  for 
the  Ninth  Circuit  of  the  decision  of  the  Tax  Court 
heretofore  rendered  in  the  above-entitled  cause.  A 
copy  of  the  petition  for  review  as  filed  is  hereto 
attached  and  served  upon  you. 

Dated  this  21st  day  of  April,  1950. 

/s/  CHARLES  OLIPHANT,  C.A.R., 
Chief  Counsel,  Bureau  of  Internal  Revenue,  Counsel 
for  Petitioner  on  Review. 

Personal  service  of  the  above  and  foregoing  notice, 
together  with  a  copy  of  the  petition  for  review^,  is 
hereby  acknowledged  this  24th  day  of  April,  1950. 

/s/  NINA  W.  ENERSEN, 

Respondent  on  Review. 

Received  and  Filed  T.  C.  U.  S.  May  5,  1950. 
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[Title  of  Court  of  Appeals  and  Cause.] 

Docket  No.  20979 

NOTICE  OF 
FILING  PETITION  FOR  REVIEW 

To :  Henry  D.  Costigan,  Esq., 
Gordon  M.  Weber,  Esq., 
1500  Balfour  Building, 
San  Francisco  4,  California. 

You  are  hereby  notified  that  the  Commissioner  of 
Internal  Revenue  did,  on  the  21st  day  of  April, 
1950,  file  with  the  Clerk  of  The  Tax  Court  of  the 
United  States,  at  Washington,  D.  C,  a  petition  for 
review  by  the  United  States  Court  of  Appeals  for 
the  Ninth  Circuit  of  the  decision  of  the  Tax  Court 
heretofore  rendered  in  the  above-entitled  cause.  A 
copy  of  the  petition  for  review  as  filed  is  hereto 
attached  and  served  upon  you. 

Dated  this  21st  day  of  April,  1950. 

/s/  CHARLES  OLIPHANT,  C.A.R., 
Chief  Counsel,  Bureau  of  Internal  Revenue,  Counsel 
for  Petitioner  on  Review. 

Personal  service  of  the  above  and  foregoing  notice, 
together  with  a  copy  of  the  petition  for  review,  is 
hereby  acknowledged  this  25th  day  of  April,  1950. 

/s/  GORDON  M.  WILEY, 

Counsel  for  Respondent  on 
Review. 

Received  and  Filed  T.  C.  U.  S.  May  5,  1950. 
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[Title  of  Court  of  Appeals  and  Cause.] 

Docket  Nos.  20978,  20979 

MOTION 

Comes  Now  the  Commissioner  of  Internal  Reve- 
nue, petitioner  on  review  in  the  above-entitled 
causes,  by  his  attorney,  Charles  Oliphant,  Chief 
Counsel,  Bureau  of  Internal  Revenue,  and  moves 
that  the  time  within  which  to  complete  and  trans- 
mit the  record  on  review  be  extended  from  May 
31,  1950,  to  and  including  July  20,  1950,  and  for 
cause   respectfully   represents : 

That  the  question  as  to  whether  the  petitions  for 
review  will  be  further  prosecuted  is  under  consid- 
eration and  therefore  additional  time  is  required 
in  order  to  complete  this  consideration  and  also  if 
necessary  to  properly  stipulate  the  omissions,  if 
any,  from  the  record  on  review,  to  prepare  the  rec- 
ord and  to  transmit  it  to  the  Court  of  Appeals. 

Wherefore,  it  is  prayed  that  this  motion  be 
granted. 

/s/  CHARLES  OLIPHANT,  C.A.R., 
Chief  Counsel,  Bureau  of 
Internal  Revenue. 
Of  Counsel: 

J.  M.  MORAWSKI, 
Special  Attorney, 
Bureau  of  Internal  Revenue. 

Received  and  Filed  T.  C.  U.  S.  May  24,  1950. 
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The  Tax  Court  of  the  United  States 
Washington 

Dockets  Nos.  20978,  20979 

COMMISSIONER  OF  INTERNAL  REVENUE, 

Petitioner, 

vs. 

BURNHAM  ENERSEN,  NINA  W.  ENERSEN, 

Respondents. 

ORDER  ENLARGING  TIME 

Upon  motion  of  counsel  for  petitioner,  it  is 
Ordered  that  the  time  for  preparation,  transmis- 
sion and  delivery  of  the  record  sur  petition  for 
review  of  the  above-entitled  proceeding  in  the 
United  States  Court  of  Appeals  for  the  Ninth  Cir- 
cuit is  extended  to  July  20,  1950. 

LSeal]        /s/  JOHN  W.  KERN, 

Presiding  Judge. 

Dated:     Washington,  D.  C,  May  24,  1950. 

Served  May  26,  1950. 
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United  States  Court  of  Appeals 
for  the  Ninth  Circuit 

Docket  Nos.  20978,  20979 

COMMISSIONER  OF  INTERNAL  REVENUE, 

Petitioner  on  Review, 

vs. 

EURNHAM  ENERSEN,  NINA  W.  ENERSEN, 

Respondents  on  Review. 

STATEMENT  OF  POINTS 

Comes  Now  the  petitioner  on  review  herein  and 
makes  this  concise  statement  of  points  on  which 
he  intends  to  rely  on  the  review  herein,  to  wit: 
The  Tax  Court  of  the  United  States  erred: 

1.  In  holding  that  the  payments  in  question 
(aggregating  $3,561.13  for  1944  and  $10,791.68  in 
1945),  which  were  received  by  Burnham  Enersen 
as  his  share  of  certain  partnership  fees,  are  sub- 
ject to  tax  under  the  provisions  of  Section  107,  In- 
ternal Revenue  Code,  on  the  authority  of  the  Tax 
Court's  decision  in  Elder  W.  Marshall,  et  al.,  14 
T.  C.  No.  12. 

2.  In  failing  to  uphold  the  Commissioner's  de- 
termination that  the  income  in  question  was  tax- 
able as  ordinary  income  in  the  year  received,  with- 
out the  benefits  of  the  relief  provided  by  Section 
107,  Internal  Revenue  Code,  since  Burnham  Ener- 
sen's  membership  in  the  partnership  was  less  than 
36  calendar  months. 
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3.  In  holding  in  each  case  that  there  are  no  de- 
ficiencies in  income  tax  for  1944  and  1945;  and  in 
failing  to  withhold  the  deficiencies  determined  by 
the  Commissioner  for  1944  and  1945  in  the  respec- 
tive amounts  of  $237.38  and  $1,150.00  in  the  case  of 
Burnham  Enersen  and  $257.38  and  $983.47  in  the 
case  of  Nina  W.  Enersen. 

4.  In  that  its  decisions  are  not  supported  by  the 
evidence. 

5.  In  that  its  decisions  are  contrary  to  law  and 
regulations. 

/s/  THEEON  L.  CAUDLE,  C.A.R., 

Assistant  Attorney  General. 

/s/  CHARLES  OLIPHANT,  C.A.R., 
Chief  Counsel,  Bureau  of  Internal  Revenue.    Coun- 
sel for  Petitioner  on  Review. 
Service   of  a  copy  of  the  within   statement   of 
points  is  hereby  admitted  this  7th   day  of  June, 
1950. 

/s/  HENRY  S.  COSTIGAN, 
/s/  GORDON  M.  WEBER, 

Attorneys  for  Respondents  on 
Review 

Received  and  Filed  T.  C.  U.  S.  July  3,  1950. 
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[Title  of  Court  of  Appeals  and  Cause.] 
Docket  Nos.  20978  and  20979 

STATEMENT  RE  DIMINUTION  OF  RECORD 

To  the  Clerk  of  the  Tax  Court  of  the  United  States: 
Pursuant  to  the  provisions  of  Rule  75 (o)  of  the 
Federal  Rules  of  Civil  Procedure  adopted  by  the 
United  States  Court  of  Appeals  for  the  Ninth  Cir- 
cuit, you  are  hereby  notified  that  the  petitioner  on 
review  will  not  exclude  or  omit  any  part  of  the 
record  in  these  proceedings  which  were  consolidated 
for  hearing  and  opinion  by  the  Tax  Court. 

/s/  THERON  L.  CAUDLE,  C.A.R., 

Assistant  Attorney  General. 

/s/  CHARLES  OLIPHANT,  C.A.R., 
Chief  Counsel,  Bureau  of  Internal  Revenue,  Attor- 
neys for  Petitioner  on  Review. 

Service  of  a  copy  of  this  Statement  Re  Diminu- 
tion of  Record  is  hereby  acknowledged  this  7th  day 
of  June,  1950. 

/s/  HENRY  S.  COSTIGAN, 

/s/  GORDON  M.  WEBER, 

Attorneys  for  Respondents  on 
Review. 

Received  and  Filed  T.  C.  U.  S.  July  3,  1950. 


Burnham  Enersen,  et  at,  93 

The  Tax  Court  of  the  United  States 
Washington 

Docket  Nos.  20978  and  20979 

COMMISSIONER  OF  INTERNAL  REVENUE, 

Petitioner  on  Review, 

vs. 

BURNHAM  ENERSEN,  NINA  W.  ENERSEN, 

Respondent  on  Review. 

CERTIFICATE 

I,  Victor  S.  Mersch,  Clerk  of  the  Tax  Court  of 
the  United  States,  do  hereby  certify  that  the  fore- 
going documents,  1  to  30,  inclusive,  constitute  and 
are  all  of  the  papers  and  proceedings  on  file  in  my 
office  as  the  original  and  complete  record  in  the 
proceedings  before  the  Tax  Court  of  the  United 
States  entitled,  ''Burnham  Enersen,  Petitioner,  v. 
Commissioner  of  Internal  Revenue,  Respondent," 
Docket  No.  20978,  and  ''Nina  W.  Enersen,  Peti- 
tioner, V.  Commissioner  of  Internal  Revenue,  Re- 
spondent," Docket  No.  20979,  and  in  which  the  re- 
spondents in  the  Tax  Court  proceedings  have  ini- 
tiated appeals  as  above  numbered  and  entitled,  to- 
gether with  a  true  copy  of  the  docket  entries  in 
said  Tax  Court  proceedings,  as  the  same  appear 
in  the  official  docket  book  in  my  office. 

In  testimony  whereof,  I  hereunto  set  my  hand 
and  affix  the  seal  of  the  Tax  Court  of  the  United 
States,  at  Washington,  in  the  District  of  Columbia, 
this  7th  day  of  July,  1950. 

[Seal]        /s/  VICTOR  S.  MERSCH, 
Clerk. 
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[Endorsed]:  No.  12610.  United  States  Circuit 
Court  of  Appeals  for  the  Ninth  Circuit.  Commis- 
sioner of  Internal  Revenue,  Petitioner,  vs.  Burn- 
ham  Enersen  and  Nina  W.  Enersen,  Respondents. 
Transcript  of  the  Record.  Upon  Petitions  to  Re- 
view Decisions  of  the  Tax  Court  of  the  United 
States. 

Filed  July  14,  1950. 

/s/  PAUL  P.  O'BRIEN, 
Clerk  of  the  United  States  Circuit  Court  of  Ap- 
peals for  the  Ninth  Circuit. 
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In  the  United  States  Court  of  Apjjeals 
for  the  Ninth  Circuit 

No.  12610 

COMMISSIONER  OP  INTERNAL  REVENUE, 

Petitioner, 

vs. 

BURNHAM  ENERSEN, 

Respondent. 

COMMISSIONER  OP  INTERNAL  REVENUE, 

Petitioner. 

vs. 

NINA  W.  ENERSEN, 

Respondent. 

NOTICE  AS  TO  STATEMENT  OP  POINTS  TO 
BE  RELIED  UPON  AND  AS  TO  PARTS 
OP  RECORD  TO  BE  PRINTED 

Pursuant  to  Rule  19(6)  of  the  Rules  of  Practice 
of  the  L'nited  States  Court  of  Appeals  for  the  Ninth 
Circuit,  notice  is  hereby  given  by  the  Commissioner 
of  Internal  Revenue,  petitioner  on  review  herein, 
as  follows: 

1.  The  Commissioner  hereby  adopts,  as  the 
Statement  of  Points  upon  which  he  intends  to  rely 
on  the  i)resent  review,  the  Statement  of  Points 
heretofore  filed  and  served  and  included  in  the  cer- 
tified typewritten  transcript  of  record  filed  in  this 
Court  in  this  cause ;  and 
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2.  The  Comissioner  hereby  designates  for  print- 
ing the  entire  transcript  of  record  filed  in  this  Court 
in  this  cause. 

Dated  this  27th  day  of  July,  1950. 

/s/  THERON  LAMAR  CAUDLE, 
Assistant  Attorney  General,  Counsel  for  Petitioner 
on  Review. 

[Endorsed] :     Filed  U.  S.  C.  A.  July  31,  1950. 


[Title  of  Court  of  Appeals  and  Cause.] 

STIPULATION  AS  TO  PARTS  OF  THE 
RECORD  TO  BE  PRINTED 

1.  Pursuant  to  Rule  19(6)  of  the  Rules  of  Prac- 
tice of  the  United  States  Court  of  Appeals  for  the 
Ninth  Circuit,  it  is  hereby  stipulated  and  agreed  by 
and  between  the  parties  to  this  cause,  through  their 
respective  counsel,  that,  in  lieu  of  the  parts  of  the 
record  heretofore  designated  for  printing  by  the  pe- 
tioner  on  review  by  his  notice  dated  July  27,  1950, 
heretofore  served  and  filed  in  this  cause  in  this 
Court,  only  the  following  parts  of  the  transcript 
of  record  filed  in  this  Court  in  this  cause  be  printed, 
as  material  to  the  consideration  of  the  review: 


Burnham  Enersen,  et  at,  97 

Document  No.* 

(a)  Docket  Entries  in  T.  C.  Docket  #20978.  .  .     1 

(b)  Docket  Entries  in  T.  C.  Docket  #20979. .  .       2 

(c)  Petition  in  T.  C.  Docket  #20978 3 

(d)  Answer  in  T.  C.  Docket  #20978 5 

(e)  Stipulation  of  Pacts  in  T.  C.  Docket  Nos. 

20978  and  20979 14 

(f)  Joint  Exhibits  1-A  thru  4-D  Attached  to 

Stipulation  of  Pacts 15 

(g)  Respondent's   Exhibit   E   and   P    (part   of 

Document  No.  16)    16 

(h)   Official    Report    of    Proceedings   in    T.    C. 

Docket  Nos.  20978  and  20979 17 

(i)  Memorandum  Pindings  of  Pact  and  Opinion 

in  T.  C.  Docket  Nos.  20978  and  20979.  ...   22 

(j)  Decision  in  T.  C.  Docket  #20978 23 

(k)  Decision  in  T.  C.  Docket  #20979 24 

(1)  Petition  for  Review  and  Proofs  of  Service 

in  T.  C.  Docket  #20978 25 

(m)  Petition  for  Review  and  Proofs  of  Service 

in  T.  C.  Docket  #20979 26 


*This  refers  to  the  number  given  to  the  respective 
parts  of  the  transcript  of  record  on  review  hy  tlie 
Clerk  of  the  Tax  Court  in  transmitting  it  to  the 
Clerk  of  the  Court  of  Appeals. 
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(n)  Motion  for  Extension  of  Time  to  Prepare 
Record  on  Review  in  T.  C.  Docket  Nos. 
20978  and  20979 27 

(o)  Order  Enlarging  Time  to  Prepare  and 
Transmit  Record  in  T.  C.  Docket  Nos. 
20978  and  20979 28 

(p)  Statement  of  Points  in  T.  C.  Docket  Nos. 

20978  and  20979 29 

(q)  Statement  re  Diminution  of  Record  in  T.  C. 

Docket  Nos.  20978  and  20979 30 

(r)  Certificate  and  Seal  

2.  It  is  further  agreed  that,  except  for  immate- 
rial minor  differences,  the  petition,  with  Exliibit  A 
thereto,  and  the  answer  in  the  case  of  Nina  W.  En- 
ersen  v.  Commissioner,  T.  C.  Docket  No.  20979,  are 
identical  to  those  in  the  case  of  Bui'nham  Enersen 
V.  Commissioner,  T.  C.  Docket  No.  20978,  and  it 
is  therefore  agreed  that  they  be  omitted  from  the 
printed  record.  It  is  further  agreed  that  Respond- 
ent's Exhibits  G  and  H  are  copies  of  the  income 
tax  returns  of  Nina  W.  Enersen  for  the  years  1944 
and  1945,  respectively,  and  that  they,  except  for  im- 
material minor  differences,  are  identical  to  Re- 
spondent's Exhibits  E  and  P,  the  respective  income 
tax  returns  of  Burnham  Enersen  for  those  years, 
and  it  is  therefore  agreed  that  they  be  omitted  from 
the  printed  record. 

3.  It  is  further  agreed  that  there  also  be  in- 
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eluded  in  the  printed  record  the  following  docu- 
ments filed  in  this  Court: 

(a)  Notice  as  to  Statement  of  Points,  etc.,  filed 
by  Petitioner  on  Review. 

(b)  This  Stipulation. 

/s/  THERON  LAMAR  CAUDLE, 

Assistant  Attorney  General,  Counsel  for  Petitioner 
on  Review. 

/s/  HENRY  S.  COSTIGAN, 

Counsel  for  Respondent  on 
Review. 

Dated  this  17th  day  of  August,  1950. 

[Endorsed] :    Piled  U.  S.  C.  A.  August  22,  1950. 
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In  the  United  States  Court  of  Appeals 
for  the  Ninth  Circuit 


Commissioner  of  Internal  Revenue,  petitioner 

BURNHAM  EnERSEN  AND  NiNA  W.  EnERSEN, 

respondents 


ON  PETITIONS  FOR  REVIEUT  OFT  THE  DECISIONS  OF   THE  TAX 
COURT   OP    THfi    UNITED    STATES 


BRIEF  FOR  THE  PETITIONER 


THERON  LAMAR  CAUDLE, 

Assistant  Attorney  Qeneral. 
ELLIS  N.   SLACK, 
HARRY  MARSELLI, 
Special  Assistants  to  the  Attorney  Oeneral. 


.LfcBK^ 


INDEX 


Opinion  below 1 

Jurisdiction 1 

Question  presented 3 

Statute  and  Regulations  involved 3 

Statement 4 

Statement  of  points  to  be  urged 8 

Summary  of  argument 9 

Argument: 

An  incoming  partner  may  not,  for  the  purpose  of  qualifying  for 
the  privilege  of  spreading  income  back  over  years  prior  to  the 
year  of  its  receipt  under  Section  107  (a)  of  the  Internal  Revenue 
Code,  tack  on  to  his  period  of  membership  in  the  partnership 
the  period  of  services  rendered  by  the  partnership  prior  to  his 

becoming  a  member 11 

Conclusion 28 

CITATIONS 

Cases : 

Black  V.  Brundige,  125  Cal.  App.  641 23 

Burnet  v.  Sanford  &  Brooks  Co.,  282  U.  S.  359 24 

Commissioner  v.   Whitney,  169  F.  2d  562,  certiorari  denied,  335 

U.  S.  892 27 

Coward  v.  Clanton,  122  Cal.  451 23 

Heiner  v.  Mellon,  304  U.  S.  271 25 

Helvering  v.  Northwest  Steel  Mills,  311  U.  S.  46 25 

Helvering  v.  Smith,  90  F.  2d  590 27 

Krenz,  0.,  C.  &  B.  Wks.,  Inc.  v.  England,  109  Cal.  App.  747 23 

Lindstroni  v.  Commissioner,  149  F.  2d  344 9,  14 

Lyden  v.  Spohn-Patrick  Co.,  155  Cal.  177 23 

Marshall  v.  Commissioner,  14  T.  C.  90 9,  13 

Randolph  Products  Co.  v.  Manning,  176  F.  2d  190 27 

Security  Mills  Co.  v.  Commissioner,  321  U.  S.  281 25 

Sievert  v.  Simonds,  89  Cal.  App.  2d  34 23 

Slough  V.  Commissioner,  147  F.  2d  836 25 

Smart  v.  Commissioner,  152  F.  2d  333,  certiorari  denied,  327  U.  S. 

804 25 

Sovick  V.  Shaughnessy,  92  F.  Supp.  202 25 

United  States  v.  Amer.  Trucking  Ass'ns,  310  U.  S.  534 26 

Statutes: 

California  Corporation  Code,  Sec.  15007 -  23 

Internal  Revenue  Code: 

Sec.  107  (26  U.  S.  C.  1946  ed.,  Sec.  107) 3 

Sees.  181-190  (26  U.  S.  C.  1946  ed.,  Sec.  181-190) 4 

Revenue  Act  of  1939,  c.  247,  53  Stat.  862,  Sec.  220 14,20 

Revenue  Act  of  1943,  c.  63,  58  Stat.  21,  Sec.  119 3 

914394—50 1  ( I ) 


II 

Page 
Miscellaneous: 

88  Cong.  Record,  Part  6,  p.  7810 y 

G   C    M.  25795,  1948-2  Cum.  Bull.  61 17 

H     Conference   Report   No.   2586,   77th   Cong.,   2d   Sess.,   p.   42 

(1942-2  Cum.  Bull.  701,  706-707) 19 

H.  Rep.  No.  2333,  77th  Cong.,  2d  Sess.,  pp.  90-91  (1942-2  Cum. 

Bull.  372,  441) ^l 

H.  R.  7378,  77th  Cong.,  2d  Sess 17 

S.  Rep.  No.  648,  76th  Cong.,  1st  Sess.,  p.  7  (1939-2  Cum.  Bull. 

524,  528-529) ^0 

S.  Rep.  No.  1631,  77th  Cong.,  2d  Sess.  (1942-2  Cum.  Bull.  504): 

Pp.  48-49,  108-110 IS 

P.  109 ^S 

Treasury  Regulations  111,  Sec.  29.107-1 4 


In  the  United  States  Court  of  Appeals 
for  the  Ninth  Circuit 


No.  12610 
Commissioner  of  Internal  Revenue,  petitioner 

V. 

BURNHAM  EnERSEN  AND  NiNA  W.  EnERSEN, 
RESPONDENTS 


0-V   PETITIOXS   FOR   REVIEW    OF    THE   DECISIONS   OF    THE    TAX 
COURT    OF    THE    UNITED    STATES 


BRIEF  FOR  THE  PETITIONER 


OPINION   BELOW 

The    inemoraiidum    findings    of    fact    and    opinion 
of  the  Tax  Court  (R.  71-76)  are  not  officially  reported. 

JURISDICTION 

These  petitions  for  review  (R.  79-81,  83-85)  involve 
proceedings  with  respect  to  deficiencies  in  income  tax 
determined  by  the  Commissioner  against  Burnham 
Enersen  (hereinafter  referred  to  as  the  taxpayer)  for 
the  years  1944  and  1945  in  the  amomits  of  $237.38  and 
$1,150,  respectively  (R.  13-20),  and  against  the  tax- 
payer's wife,  Nina  W.  Enersen,  for  the  same  years  in 
the  amounts  of  $257.38  and  $983.37,  respectivc^ly 
(R.  24,  71).  The  taxpayer  and  liis  wife  are  individ- 
uals residing  in  San  Francisco,  California,  and  they 
filed  their  federal   income  tax  returns   Tor  the  years 

(1) 


1944  and  1945  with  the  Collector  of  Internal  Revenue 
for  the  First  District  of  California.  (R.  23-24,  72.) 
By  letters  dated  October  26,  1948  (R.  13-20),  the 
Commissioner  of  Internal  Revenue  notified  the  tax- 
payer and  his  wife,  respectively,  that  the  determina- 
tion of  their  income  tax  liability  for  the  taxable  years 
1944  and  1945  disclosed  deficiencies  in  the  respective 
amounts  above  stated.'  Within  90  days  thereafter, 
namely  on  November  16,  1948,  the  taxpayer  (R.  2) 
and  his  wife  (R.  4),  respectively,  filed  with  the  Tax 
Court  petitions  (R.  6-20  and  see  fn.  1,  supra)  for  a 
redetermination  of  the  deficiencies  determined  by  the 
Commissioner  as  above  stated,  pursuant  to  Section 
272  of  the  Internal  Revenue  Code.  On  January  27, 
1950,  the  Tax  Court  entered  its  decisions  (R.  77,  78), 
finding  no  deficiencies  for  1944  and  1945  as  to  the 
taxpayer  and  his  wife,  respectively.  Less  than  three 
months  thereafter,  namely  on  April  21,  1950  (R.  3,  5), 
the  Commissioner  filed  his  i)etitions  (R.  79-81,  83-85) 
for  a  review  by  this  Court  of  the  decisions  of  the  Tax 
Court,  pursuant  to  the  provisions  of  Section  1141  (a) 
of  the  Internal  Revenue  Code,  as  amended  by  Section 
36  of  the  Act  of  June  25,  1948. 

^  The  printed  record  in  this  Court  contains  only  a  copy  of  the 
deficiency  letter  addressed  to  the  taxpayer  (R.  13-20),  which  was 
attached  as  Exhibit  A  to  his  petition  to  the  Tax  Court  (R.  6-12). 
The  letter  addressed  to  the  wife,  which  was  attached  as  Exhibit  A 
to  her  petition  in  the  Tax  Court  (Docket  No.  20979) ,  as  well  as  her 
petition  and  the  Commissioner's  answer,  and  also  the  copies  of  her 
income  tax  returns  for  1944  and  1945,  have  been  omitted  from  the 
printed  record  by  stipulation  of  the  parties,  in  which  it  was  agreed 
(R.  98)  that,  except  for  immaterial  minor  differences,  they  are 
identical  to  the  corresponding  documents  in  the  case  of  the  tax- 
payer (T.  C.  Docket  No.  20978). 


QUESTION  PRESENTED 

The  question  presented  is  whether  an  incoming 
partner  may  avail  himself  of  Section  107  (a)  of  the 
Internal  Revenue  Code  with  respect  to  his  share  of 
fees  received  by  a  partnership  for  services  performed 
over  a  period  exceeding  36  months,  if  he  has  not  been 
a  member  of  the  partnership  for  36  months  or  more  at 
the  time  of  their  receipt. 

STATUTE  AND  REGULATIONS  INVOLVED 

Internal  Revenue  Code: 

Sec.  107  [as  amended  added  by  Sec.  220  of 
the  Revenue  Act  of  1939,  c.  247,  53  Stat.  862, 
andxby  Section  139  of  the  Revenue  Act  of  1942, 
c.  619,  56  Stat.  798].  Compensation  for  Serv- 
ices Rendered  for  a  Period  of  Thirty-Six 
Months  or  More. 

(a)  Personal  Services, — If  at  least  80  per 
centum  of  the  total  compensation  for  personal 
services  covering  a  period  of  thirty-six  calendar 
months  or  more  (from  the  beginning  to  the 
completion  of  such  services)  is  received  or  ac- 
crued in  one  taxable  year  by  an  individual  or  a 
partnership,  the  tax  attributable  to  any  part 
thereof  which  is  included  in  the  gross  income 
of  any  individual  shall  not  be  greater  than  the 
aggregate  of  the  taxes  attributable  to  such  part 
had  it  been  included  in  the  gross  income  of 
such  individual  ratably  over  that  paii:  of  the 
period  which  precedes  the  date  of  such  receipt 
or  accrual. 


* 


(26  U.  S.  C.  1946  ed.,  Sec.  107.) 
By  Section  119  of  the  Revenue  Act  of  1943,  c.  63,  58 
Stat.  21,  the  words  "AND  BACK  PAY"  were  added 


to  the  title  of  Section  107  of  the  Code,  and  subsection 
(d) — containing  provisions  dealing  with  ^^back  pay/^ 
not  here  material — was  added  to  Section  107. 

Treasury  Regulations  111,  promulgated  under  the 
Internal  Revenue  Code: 

Sec.  29.107-1.  Personal  Services.— 
***** 

It  is  not  necessary,  in  order  for  section  107 
(a)  to  be  applicable,  that  the  individual  who 
includes  in  his  gross  income  comiDensation  for 
such  personal  services  be  the  person  who  ren- 
ders the  services.  For  example,  a  partner  who 
shares  in  the  compensation  for  such  personal 
services  rendered  by  the  partnership  may  be 
entitled  to  the  benefits  of  section  107  (a),  not- 
withstanding that  he  took  no  part  in  the  ren- 
dering of  such  services. 

***** 

STATEMENT 

The  facts  in  these  cases,  which  were  stipulated  (R. 
23-31)'  and  were  found  by  the  Tax  Court  to  be  as 
stipulated  (R.  72),  w^ere  recited  by  the  Tax  Court 
in  its  memorandum  opinion  as  follows    (R.  72-74)  : 

Burnham  Enersen,  the  taxpayer,  and  Nina  W. 
Enersen,  his  wife,  reside  in  San  Francisco,  California. 
They   filed   their   income   tax   returns   for  the   years 

^  In  addition  to  the  stipulation  of  facts  (R.  23-31)  and  the  ex- 
hibits attached  to  and  submitted  therewith  (Joint  Exhibits  1-A, 
2-B,  3-C  and  4-D  (R.  35-44)),  there  were  four  other  exliibits 
adduced  in  evidence  at  the  hearing  before  the  Tax  Court,  P^xhibits 
E  and  F,  the  taxpayer's  income  tax  returns  for  1944  and  1945,  re- 
spectively (R.  4()-56,  57-68) ,  and  Exhibits  G  and  H,  the  income  tax 
returns  of  the  taxpayer's  wife  for  1944  and  1945,  respectively  (R. 
68  and  see  fn.  1,  supra). 


involved  with  the  Collector  for  the  first  district  of 
California.     (R.  72.) 

The  taxpayer  is  an  attorney  at  law.  From  1930  to 
August  1,  1943,  the  taxpayer  was  employed  continu- 
ously by  a  law  partnership  in  San  Francisco.  He  was 
admitted  to  partnership  in  the  firm  on  August  1,  1943, 
and  since  that  date  he  has  been  a  partner  in  the  firm. 
Upon  his  admission  to  partnership,  he  became  entitled 
to  share  in  fees  received  thereafter  for  services  ren- 
dered by  the  firm  over  periods  of  several  years.  (R. 
72.) 

From  the  time  of  his  first  employment  by  the  firm 
in  1930  or  1931  until  January  1,  1940,  the  taxpayer 
was  paid  a  monthly  salary  plus  an  annual  Christmas 
bonus  amomiting  to  a  part  of  a  month's  salary.  From 
January  1,  1940,  to  August  1,  1943,  the  amount  of 
taxpayer's  compensation  from  the  partnership  was 
fixed  in  accordance  with  certain  agreements  which 
covered  a  calendar  year,  or  portion  thereof.^  Under 
these  agreements,  a  minimum  salary  was  guaranteed, 
and  above  the  guaranteed  amount  a  percentage  of 
net  profits  was  paid.  During  the  years  1940,  1941, 
1942,  and  1943,  up  to  August  first,  the  taxpayer  re- 
ceived the  guaranteed  salary,  plus  a  percentage  of 
profits  at  the  end  of  each  year.*     (R.  72-73.) 

From  and  after  August  1,  1943,  the  taxpayer,  as  a 
partner  in  the  partnership,  has  at  all  times  received 

^  Copies  of  these  agreements  were  submitted  with  the  stipula- 
tion of  facts,  as  Joint  Exliibits  1-A,  2-B,  :]-C,  and  4-D. 
(R.  35-44.) 

*  The  guaranteed  salary  was  paid  monthly,  wliile  the  balance, 
i.  e.,  up  to  the  amount  equalling  his  specified  percentage  of  profits, 
was  paid  at  the  end  of  each  year.    ( R.  25. ) 


a  specified  percentage  of  the  net  profits  of  the  part- 
nership, namely,  3%  per  cent  from  August  1,  1943, 
to  December  30,  1945.  The  percentage  was  increased 
to  5.4571  per  cent  on  December  31,  1945.     (R.  73.) 

The  taxpayer  and  his  wife  and  the  law  j^artnership 
have  at  all  times  followed  the  cash  method  of  account- 
ing in  the  keeping  of  accounts  and  the  making  of 
income  tax  returns ;  and,  also,  have  made  their  respec- 
tive tax  returns  on  a  calendar  year  basis.     (R.  73.) 

During  1944  and  1945,  the  partnership  received  fees 
from  clients  representing  compensation  for  personal 
services  which  had  been  rendered  by  the  filrm  over  a 
period  of  36  months  or  more,  the  amounts  received  as 
fees  during  each  year  on  each  case  or  matter  constituting 
at  least  80  per  cent  of  the  total  compensation  therefor.^ 
In  the  case  of  the  largest  amount  of  those  fees  which  the 
firm  received  in  1944,  the  taxpayer  had  performed  serv- 
ices for  clients  in  the  matters  involved  during  the  period 
from  January,  1940,  to  January,  1944 ;  and  in  the  case 
of  the  largest  amount  of  those  fees  received  in  1945,  the 
taxpayer  had  performed  services  for  the  clients  involved 
during  the  period  from  September,  1943,  to  December, 
1945.  In  accordance  with  agreed  percentages  for  the 
sharing  in  such  fees  by  partners  and  employees  who 
were  employed  on  a  percentage-of-profits  basis,  the  tax- 
payer received  $3,561.13  in  1944 ;  and  $10,791.68  in  1945, 
as  his  share  of  the  above  fees  which  the  firm  received  in 
1944  and  1945 ;  i.  e.,  of  fees  for  personal  services  per- 
formed over  periods  of  36  months  or  more  of  which  fees, 

°  The  recital  of  this  fact  by  the  Tax  Court  in  its  opinion  is  not 
clear,  but  see  paragraph  11  of  the  stipulation.    (R.  26.) 


80  per  cent  or  more  were  received  in  a  single  taxa])le 
year.    (R.  73-74.) 

The  taxpayer  and  his  wife  were  married  in  1935,  and 
have  resided  together  in  California  since  their  marriage, 
inchiding  the  years  1944  and  1945.  The  above  amounts 
of  the  shares  of  the  taxpayer  in  the  fees  above  described 
which  were  received  in  1944  and  1945,  constituted  com- 
munity property  acquired  subsequent  to  1927.   (R.  74.) 

The  taxpayer  reported  his  income  and  computed  his 
tax  for  the  years  1944  and  1945  under  the  provisions  of 
Section  107  of  the  Internal  Revenue  Code,  as  amended, 
as  though  his  share  of  the  long-term  fees  in  question, 
aggregating  $3,561.33  in  1944  and  $10,791.68  in  1945,  had 
been  received  by  him  ratably  over  the  period  during 
which  the  services  had  been  rendered.  He  also  took  into 
consideration,  in  making  the  allocation,  the  fact  that 
during  the  period  from  1935  through  1945  he  was  mar- 
ried and  his  income  was  part  of  the  community  property 
of  himself  and  his  wife."    (R.  74.) 

^  The  taxpayer  reported  one  half  of  his  share  of  the  long-term 
fees  in  question,  allocated  over  the  years  of  the  services,  in  his 
returns  for  1944  and  1945  in  computing  his  tax  thereon  under 
Section  107  (R.  28-29,  30-31,  53,  64,  65),  and  his  wife  reported 
the  other  half  in  her  returns  (R.  30-31) — with  the  exception  that, 
as  to  the  fees  received  in  1945,  which  were  for  services  extending 
from  1931  to  1945,  the  taxpayer  reported  in  his  own  return  all  of 
the  amounts  allocated  to  the  years  1931  to  1934,  which  preceded 
his  marriage  (1935).  No  question  was  raised  as  to  their  dividing 
this  income,  or  the  rest  of  the  income  from  the  law  partnership 
in  1944  and  1945  (See  R.  15-19,  53,  64),  between  them  as  com- 
munity income  (R.  74) — nor  was  there  any  controversy  between 
the  ])arties  as  to  amount.^  of  income  or  as  to  com putdtiom^  of  the 
resultant  tax  liabilities  under  their  respective  positions,  the  only 
controversy  being  as  to  the  right  to  allocate  to  any  prior  years 
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The  Commissioner,  in  his  notice  of  deficiency,  deter- 
mined that  the  entire  amount  of  the  shares  of  the  tax- 
payer in  the  long-term  fees  which  were  received  in  1944 
and  1945  was  taxable  in  each  of  those  years  in  full  as 
ordinary  income,  the  Commissioner  holding  that  the  tax- 
payer did  not  qualify  for  relief  under  Section  107  (a) 
of  the  Internal  Revenue  Code  because  the  period  of  his 
membership  in  the  partnership  at  the  time  of  the  receipt 
of  the  fees  was  less  than  36  calendar  months.  (R.  16-17, 
19,  74-75.) 

The  Tax  Court,  by  a  memorandum  opinion  by  Judge 
Harron  (R.  71-76),  decided  in  favor  of  the  taxpayer, 
and  accordingly  entered  its  decisions  that  there  are  no 
deficiencies  for  the  years  in  question  (R.  77,  78).  The 
present  reviews  followed. 

STATEMENT   OF  POINTS   TO   BE  URGED 

On  the  present  reviews,  the  Commissioner  urges 
and  relies  upon  all  of  the  points  originally  stated  and 
set  out  by  him  (R.  90-91)  and  subsequently  adopted  by 
him  in  this  Court  (R.  95)  as  the  points  upon  which  he 

under  Section  107  (a)  of  the  Code  any  portion  of  the  taxpayer's 
share  of  the  fees  for  long-term  services  received  by  the  partner- 
ship in  1944  and  1945  (E.  16-17,  18-19).  The  statement  in  the 
Tax  Court's  opinion  that  the  Commissioner  "has  not  questioned 
the  allocation  of  the  income  in  question  over  prior  years"  (R.  75) 
is  correct  only  if  construed  to  refer  to  the  computation  of  the 
allocation  of  the  income  to  prior  years  under  Section  107  (a)  : 
The  Commissioner  in  his  determinations  and  before  the  Tax  Court 
did,  and  does  here,  deny  the  right  to  allocate  any  part  of  the  tax- 
payer's share  of  the  long-term  fees  to  any  prior  years  at  all  on 
the  ground  that  the  taxpayer,  having  been  a  member  of  the  part- 
nership for  less  than  86  months  when  the  fees  in  question  were 
received  by  the  partnership,  does  not  qualify  for  Section  107  (a) 
treatment. 
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intends  to  rely.  For  present  purposes,  they  may  be 
briefly  stated  as  follows:  (1)  The  Tax  Court  erred  in 
holding  that  the  taxpayer's  shares  of  the  partnership 
fees  in  question  are  subject  to  tax  under  the  provi- 
sion of  Section  107  of  the  Internal  Revenue  Code; 
and  (2)  the  Tax  Court  erred  in  failing  to  uphold  the 
Commissioner's  determination  that  the  incom/e  in 
question  was  taxable  as  ordinary  income  in  the  years 
received,  without  the  benefit  of  Section  107  of  the 
Internal  Revenue  Code,  since  the  taxpayer's  member- 
ship in  the  partnership  was  less  than  36  months. 

SUMMARY   OF   ARGUMENT 

The  Commissioner  correctly  determined  that  as  to 
the  fees  for  long-term  services  received  by  the  law 
firm  in  1944  and  1945  the  taxpayer  was  not  entitled 
to  allocate  any  portion  of  his  share  to  any  prior  tax- 
able years  at  all,  under  Section  107  (a)  of  the  Code, 
because  the  taxpayer  had  not  been  a  partner  for  36 
months  or  more  at  the  time  of  their  receipt.  The  Tax 
Court  was  clearly  in  error  in  not  sustaining  the  Com- 
missioner. The  decision  of  the  Tax  Court  is  contrary 
to  the  holding  of  this  Court  in  Lindstrom  v.  Commis- 
sioner, 149  F.  2d  344,  which  is  applicable  and  con- 
trolling here,  and  it  should  therefore  be  reversed. 

In  deciding  this  case,  the  Tax  Court  followed  the 
holding  of  the  majority  of  the  Tax  Court  in  Marshall 
V.  Commissioner,  14  T.  C.  90,  now  i)ending  on  review 
in  the  Third  Circuit.  The  majority  of  the  Tax  Court 
there  had  held,  in  effect,  that  as  long  as  the  taxpayer 
was  a  partner  when  the  fees  were  received  by  the 
partnership — regardless   of  whether   he   had   been  a 
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partner  for  36  months  or  not — he  was  entitled  to  the 
benefit  of  Section  107  (a),  and  he  was  entitled  to 
allocate  his  share  of  the  fees  over  the  entire  period  of 
the  rendition  of  the  services  by  the  partnership.  The 
Tax  Court  majority  in  the  Marshall  case,  while  agree- 
ing that  the  Commissioner's  position  was  correct 
under  the  statute  as  originally  enacted  and  while  rec- 
ognizing that  it  had  been  so  held  in  the  Lindstrom 
case,  had  erroneously  concluded  that  after  the  1942 
amendment  of  the  statute  the  result  contended  for  by 
the  Commissioner  was  no  longer  required  and  treated 
the  Lindstrom  holding  as  inapplicable.  That  conclu- 
sion is  clearly  inconsistent  with  the  purpose  expressed 
by  Congress  in  adopting  the  1942  amendment.  There 
is  clearly  no  indication  that,  in  changing  the  wording 
of  the  statutory  provision  in  1942,  Congress  intended 
anything  more,  in  this  respect,  than  a  clarification  of 
the  provision  so  as  to  make  it  certain  that  each  part- 
ner in  a  partnership  would  be  eligible  for  Section  107 
benefits  regardless  of  whether  he  personally  performed 
or  participated  in  the  services  for  which  the  long- 
term  fee  is  received  by  the  partnership. 

In  addition,  the  conclusion  of  the  Tax  Court  ma- 
jority in  the  Marshall  case,  followed  in  this  case,  is 
clearly  contrary  to  the  basic  purpose  of  the  statute 
to  grant  relief  from  the  hardship  falling  on  persons 
^^who  work  for  long  periods  of  time  without  pay" 
and  then  receive  their  compensation  all  at  one  time. 
Before  he  became  a  partner  on  August  1,  1943,  the 
taxpayer  was  being  paid  currently  for  his  services 
and  therefore  was  not  one  of  the  persons  to  whom 
Congress  intended  to  grant  relief  from  the  hardship 
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resulting  upon  their  getting  paid  all  at  one  time  for 
long-term  services. 

ARGUMENT 

An  incoming  partner  may  not,  for  the  purpose  of  qualifying 
for  the  privilege  of  spreading  income  back  over  years  prior 
to  the  year  of  its  receipt  under  Section  107  (a)  of  the  In- 
ternal Revenue  Code,  tack  on  to  his  period  of  membership 
in  the  partnership  the  period  of  services  rendered  by  the 
partnership  prior  to  his  becoming  a  member 

This  case  presents  a  pure  question  of  law,  arising 
under  Section  107  (a)  of  the  Internal  Revenue  Code, 
supra.  Section  107  (a),  as  amended  by  Section  139 
of  the  Revenue  Act  of  1942  and  as  applicable  to  the 
taxable  years  here  involved,  provides,  in  substance, 
that  if  at  least  80  per  cent  of  the  total  compensa- 
tion for  personal  services  covering  a  period  of  36 
months  or  more  is  received  by  an  individual  or  a 
partnership  in  one  taxable  year,  the  tax  attributable 
to  any  part  of  that  compensation  which  is  included 
in  the  income  of  any  individual  shall  not  be  greater 
than  the  aggregate  of  the  taxes  which  would  have 
been  attributable  to  that  part  if  it  had  been  included 
in  income  ratably  over  that  part  of  the  period  of 
the  services  w^hich  precedes  the  date  of  the  receipt  of 
the  compensation. 

In  this  case,  there  was  no  controversy  with  respect 
to  the  requirements  of  Section  107  (a)  relative  to 
the  percentage  of  the  compensation  or  to  the  length 
of  the  services  themselves :  the  stipulated  facts  demon- 
strate (R.  26)  that,  as  to  all  of  the  fees  for  long- 
term  services  in  question  received  by  the  partnership, 
the  amount  of  compensation  received  constituted  in 
each  case  at  least  80  per  cent  of  the  total  compensa- 
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tion  for  the  particular  services,  and  that  each  of  the 
respective  services  was  rendered  over  a  period  ex- 
ceeding 36  months.  The  taxpayer  did  not  become  a 
partner  until  August  1,  1943  (R.  25),  which  is  less 
than  36  months  before  the  receipt  of  the  fees  for 
the  long-term  services  in  cfaestion  by  the  partner- 
ship in  1944  and  1945,  and  the  only  issue  in  the  case, 
as  the  Tax  Court  put  it  (R.  71),  was  as  to  whether 
the  taxpayer  was  entitled  to  apply  Section  107  (a) 
so  as  to  include  in  the  time  of  the  rendition  of  the 
services  the  period  of  services  prior  to  his  admission 
to  the  x>artnership — or,  stated  differently,  whether 
an  incoming  partner  may  tack  on  to  his  period  of 
membership  in  the  partnership  the  period  during 
which  services  were  rendered  by  the  partnership  prior 
to  his  admission  to  the  partnership. 

The  taxpayer,  in  his  returns  and  before  the  Tax 
Court,  claimed  the  right  to  compute  his  tax  liability 
for  the  taxable  years  here  involved  under  Section 
107  (a)  of  the  Code  by  allocating  his  share  of  the 
fees  for  long-term  services  received  during  1944  and 
1945,  by  the  partnership  of  which  he  was  then  a  mem- 
ber, over  the  entire  period  of  the  rendition  of  the 
respective  services  in  question,  going  back  in  one 
instance  as  early  as  1931,  in  spite  of  the  fact  that  he 
did  not  become  a  member  of  the  partnership  until 
August  1,  1943.  (R.  25,  26,  28,  29,  74.)  The  posi- 
tion taken  by  the  Commissioner,  in  his  determination 
of  the  deficiencies  and  before  the  Tax  Court,  was 
that  with  respect  to  the  fees  for  long-term  services 
received  by  the  partnership  in  1944  and  1945  the  tax- 
payer was  not  entitled  to  allocate  any  portion  of  his 
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share  to  any  prior  taxable  year  at  all,  because  he  had 
not  been  a  partner  for  36  months  or  more  at  the  tinke 
of  their  receipt.     (R.  15-19,  71,  74-75.) 

The  Tax  Court,  in  deciding  this  case  in  favor  of 
the  taxpayer,  followed  its  decision  in  Marshall  v.  Com- 
missioner,  14  T.  C.  90,  now  pending  before  the  Court 
of  Appeals  for  the  Third  Circuit  on  petitions  for  re- 
view by  the  Commissioner.  The  issue  in  the  Marshall 
case  was  whether,  as  to  fees  received  by  the  partner- 
ship in  1942  and  1943  when  the  taxpayer  there  had 
been  a  member  of  the  partnership  less  than  36  months, 
the  taxpayer  there  could  allocate  any  part  of  his 
share  of  those  fees  to  any  prior  year  under  Section 
107  (a),  and,  further,  as  to  fees  received  by  the  part- 
nership in  1945  after  he  had  been  a  partner  for  more 
than  36  months,  whether  he  could  allocate  any  part 
of  his  share  to  years  prior  to  his  admission  to  the 
partnership. 

In  deciding  the  Marshall  case  in  favor  of  the  tax- 
payer, the  Tax  Court,  in  the  majority  opinion  (14 
T.  C.  91-95),  held  in  effect  that  as  long  as  the  tax- 
payer was  a  partner  at  the  time  the  fees  were  received 
by  the  firm,  he  was  entitled  to  the  benefit  of  Section 
107  (a),  regardless  of  the  fact  that  at  the  time  of  the 
receipt  of  some  of  the  fees  he  had  been  a  partner  for 
less  than  36  months,  and  further,  that  he  was  entitled 
to  allocate  his  share  of  the  fees  over  the  entire  period 
of  the  rendition  of  the  services  since,  in  the  view  of 
the  Tax  Court  majority,  it  is  the  status  of  the  re- 
cipient of  the  income  in  the  year  of  receipt  which 
governs  the  application  of  Section  107  in  its  present 
form,  after  the  1942  amendment.     The  conclusion  of 
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the  Tax  Court  majority  in  the  MarsJiall  case,  followed 
in  this  case,  is  erroneous,  we  submit,  and  it  is  clearly 
contrary  to  the  decision  of  this  Court  in  Lindstrom 
V.  Commissio7ier,  149  F.  2d  344. 

In  the  Lindstrom  case,  a  partner  who,  at  the  time 
of  the  receipt  by  a  partnership  of  a  fee  for  long-term 
services,  had  been  a  member  of  the  partnership  for 
45  months,  or  for  less  than  the  minimum  period  of 
services  prescribed  by  Section  107  before  the  1942 
amendment,^  claimed  that  he  was  entitled  to  the  bene- 
fit of  Section  107  solely  because  **he  received  the  fee 
in  question  ^as  a  member  of  a  partnership'  "  (p.  346), 
or,  in  effect,  because  he  was  a  member  of  the  partner- 
ship when  the  fee  was  received — in  substance,  the  same 
claim  as  that  made  by  the  taxpayer  in  this  case  and 
in  the  Marshall  case.  This  Court  rejected  that  claim, 
holding  in  effect  that  a  partner,  to  meet  the  period 
of  service  requirement  in  order  to  qualify  for  the 
benefit  of  Section  107,  could  not  tack  on  to  the  period 
during  which  he  rendered  services  that  period  during 

^  Prior  to  that  amendment.  Section  107,  as  originally  added  to 
the  Code  by  Section  220  of  the  Revenue  Act  of  1939,  c.  247,  53 
Stat.  862,  provided  as  follows : 

In  the  case  of  compensation  (a)  received,  for  personal  serv- 
ices rendered  by  an  individual  in  his  individual  capacity,  or 
as  a  member  of  a  partnership,  and  covering  a  period  of  five 
calendar  years  or  more  from  the  beginning  to  the  completion 
of  such  services,  (b)  paid  (or  not  less  than  95  per  centum  of 
which  is  paid)  only  on  completion  of  such  services,  and  (c) 
required  to  be  included  in  gross  income  of  such  individual 
for  any  taxable  year  beginning  after  December  31,  1938,  the 
tax  attributable  to  such  compensation  shall  not  be  greater 
than  the  aggregate  of  the  taxes  attributable  to  sucli  com- 
pensation had  it  been  received  in  equal  portions  in  each  of 
the  years  included  in  such  period. 
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which  his  partner  had  rendered  services  as  an  indi- 
vidual prior  to  the  formation  of  the  partnership. 
The  Tax  Court,  in  the  majority  opinion  in  the  Mar- 
shall case,  recognized  (p.  92)  that  the  Commissioner's 
position  concededly  **was  the  only  tenable  one''  under 
Section  107  prior  to  the  1942  amendment,  and  further 
recognized  that  it  had  been  in  fact  so  held  in  the  Lind- 
strom  case,  but  it  concluded  that  after  the  1942 
amendment  the  results  contended  for  by  the  Commis- 
sioner were  no  longer  ^* required"  (p.  94),  and  hence 
it  treated  the  holding  of  the  Lindstrom  case  as  in- 
applicable. 

As  originally  added  to  the  Code,  Section  107  had 
provided  that  as  to  compensation  ^^  received,  for  per- 
sonal services  rendered  by  an  individual  in  his  indi- 
vidual capacity,  or  as  a  member  of  a  partnership," 
if  the  specified  period  of  service  and  percentage  of 
payment  are  satisfied,  then  "i\\%  tax  attributable  to 
such  compensation"  is  to  be  computed  on  the  Section 
107  formula — i.  e.,  the  tax  shall  not  be  greater  than 
the  aggregate  of  taxes  on  such  compensation  w^ould 
have  been  had  it  been  received  in  equal  portions  dur- 
ing each  of  the  years  of  the  rendition  of  the  services. 
After  the  1942  amendment,  the  language  was  changed 
so  as  to  read  that  if  ^^compensation  for  personal 
services  *  *  *  is  received  or  accrued  *  *  * 
by  an  individual  or  a  partnership,"  in  the  required 
percentage  and  for  services  covering  the  specified 
period,  then  ^^the  tax  attributable  to  any  part  thereof 
which  is  included  in  the  gross  income  of  any  indi- 
vidual" is  to  be  computed  on  the  Section  107  formula. 
The  majority  of  the  Tax  Court  in  the  Marshall  case 
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stated  that  the  amendment  reversed  the  emphasis 
^^from  the  person  who  renders  the  services  to  the  per- 
son who  is  required  to  report  the  income''  (p.  93), 
and  went  on  to  conclude  (pp.  93-95)  that  the  elimi- 
nation of  the  requirement  of  actual  participation  in 
the  services  had  the  effect  of  giving  the  taxpayer, 
upon  the  facts  of  that  case,  the  right  to  use  the  Section 
107  computation  as  to  all  of  the  long-term  fees  and 
to  allocate  his  share  of  the  fees  over  the  entire  period 
of  the  services. 

It  is  submitted  that  the  holding  of  the  Lindstrom 
case,  supra,  is  applicable  even  after  the  1942  amend- 
ment of   Section   107   and  is   controlling  here.     See 
G.  C.  M.  25795,  1948-2  Cum.  Bull.  61.     In  taking  the 
opposite  view,  the  majority  of  the  Tax  Court  in  the 
Marshall  case  pointed  (p.  92)  to  the  observation  made 
by  this  Court,  in  affirming  the  Liridstrom  case,  to  the 
effect  that  the  1942  amendment  did  not  apply  to  that 
(the  Lindstrom)  case.     We  do  not  believe,  how^ever, 
that  that  observation  by  this  Court  signifies  what  the 
majority  of  the  Tax  Court  in  the  Marshall  case  seems 
to  suggest,  namely,  that  this  Court  would  have  reached 
a  different  conclusion,  if  the  1942  amendment  had  been 
applicable,   on  the  particular  point  before  it   as  to 
whether  the  taxpayer  there  was  entitled  to  Section 
107  treatment  simply  because  he  received  the  portion 
of  the  fees  in  question  as  a  member  of  a  partnership 
even  though  his  period  of  service  as  a  partner  w^as 
not  sufficient  to  meet  the  five  year  requirement  origi- 
nally specified  by  Section  107.     In  view  of  the  fact 
that  the  1942  amendment  reduced  the  minimum  period 
of  service  to  36  months,  it  seems  more  reasonable  to 
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regard  the  observation  made  by  this  Court  as  one 
aimed  at  the  change  in  the  minimum  period  (instead 
of  at  the  changed  wording  of  the  section)  because  if 
the  1942  amendment  had  been  applicable  there  would 
liave  been  no  controversy,  since  the  taxpayer  there 
would  have  qualified  under  Section  107  because  of  his 
45  month  period  as  a  partner. 

x^lthough  the  taxpayer's  claim  for  the  benefits  of 
Section  107  (a)  in  this  case,  and  in  the  MarsliaU  case, 
may  be  ^Svithin  a  permissible  interpretation"  (14 
T.  C.  at  p.  93)  of  the  language  of  the  statute  after  the 
1942  amendment,  we  submit  that  it  is  not  within  what 
Congress  actually  intended — it  is  not  within  the  intent 
expressed  by  Congress  in  making  the  particular 
change  in  the  wording  of  Section  107  above  referred 
to. 

In  the  Revenue  Bill  of  1942  (H.  R.  No.  7378,  77th 
Cong.,  2d  Sess.),  the  House  Ways  and  Means  Com- 
mittee recommended  changes  in  Section  107  mth 
respect  to  the  taxing  of  compensation  for  long-term 
services  so  as  to  reduce  the  period  of  service  from  five 
years  to  36  months  and  the  percentage  of  payment 
from  95  to  80,  and  also  added  a  new  provision  to  cover 
authors,  composers  and  inventors.  H.  Rep.  No.  2333, 
77th  Cong.,  2d  Sess.,  pp.  90-91  (1942-2  Cum.  Bull. 
372,  441).  In  the  bill  as  passed  by  the  House,  the 
pre-existing  provision  of  Section  107  became  Section 
107  (a),  and  the  same  wording  was  retained,  except 
for  the  change  with  respect  to  the  length  of  period 
and  percentage  of  payment.  See  88  Cong.  Record, 
Part  6,  p.  7810.  The  Senate  Finance  Conmiittee  re- 
vised the  wording  of  Section  107  (a)  so  as  to  read  as 
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finally  enacted  into  law  (supra),  and  in  its  report 
made  the  following  explanation  (S.  Rep.  No.  1631, 
77th  Cong.,  2d  Sess.,  p.  109  (1942-2  Cum.  Bull.  504, 

586)): 

In  order  for  section  107  (a)  to  be  applicable, 
it  is  not  necessary  that  the  individual  who  in- 
cludes in  his  gross  income  compensation  for 
such  personal  services  be  the  person  who  ren- 
ders such  services.  For  example,  a  partner  who 
shares  in  compensation  for  such  personal  serv- 
ices rendered  by  the  partnership  may  be  entitled 
to  the  benefits  of  section  107  (a),  notwithstand- 
ing that  he  took  no  part  in  the  rendering  of 
such  services.  Likewise,  in  community  prop- 
erty States,  the  spouse  of  a  person  who  renders 
such  personal  services  may  be  entitled  to  the 
benefits  of  section  107  (a). 

Thus,  in  so  far  as  stated  by  Congress,  its  purpose  in 
the  change  of  the  language  seems  to  have  been  limited 
to  a  desire  to  enable  a  partner  to  obtain  the  benefits 
of  Section  107  as  to  compensaton  received  by  him 
for  ^^  services  rendered  by  the  partnership  ^  *  * 
notwithstanding  that  he  took  no  part  in  the  rendering 
of  such  services,"  and  also  to  enable  spouses  of 
persons  performing  long-term  services  to  take  the 
benefits  of  Section  107  in  community  property  states. 
As  originally  enacted  in  1939,  the  wording  of  Section 
107  was  such  that  it  could  have  been  construed  so  as 
to  deny  relief  to  a  partner  who  did  not  personally 
participate  in  rendering  the  services  with  respect  to 
which  the  fee  was  received  by  the  partnership.  There 
is  no  indication  that,  in  changing  the  language  of 
Section  107,  Congress   (aside  from  enabling  spouses 
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in  community  property  states  to  take  the  benefit  of 
Section  107)  had  in  mind  anything  other  than  clarify- 
ing the  statutory  provision  so  as  to  avoid  the  result 
which  would  have  been  possible  under  the  original 
wording  and  so  as  to  make  it  certain  that  each 
individual  partner  in  a  partnership  w^ould  be  eligible 
for  the  benefits  of  Section  107  regardless  of  whether 
he  personally  participated  in  the  w^ork  which  brought 
in  the  long-term  fees.  See  H.  Rep.  No.  2333,  supra; 
S.  Rep.  No.  1631,  supra,  pp.  48-49,  108-110  (1942-2 
Cum.  Bull.  504,  544,  585-587) ;  H.  Conference  Rep. 
No.  2586,  77th  Cong.,  2d  Sess.,  p.  42  (1942-2  Cum. 
Bull.  701,  706-707).  The  elimination  of  the  require- 
ment of  actual  participation  in  the  services,  to  which 
the  majority  opinion  of  the  Tax  Court  in  the  Marshall 
case  pointed  (p.  94),  was,  in  so  far  as  the  expressed 
intent  of  Congress  goes,  intended  only  to  eliminate 
the  requirement,  which  Section  107  as  originally  en- 
acted might  have  been  regarded  as  containing,  that 
any  member  of  a  partnership  claiming  the  benefits  of 
Section  107  must  establish  that  he  personally  per- 
formed or  participated  in  the  services  on  the  particu- 
lar matter  with  respect  to  which  the  long-term  fee 
is  received.  In  other  w^ords,  at  least  in  so  far  as  ex- 
pressed, the  Congressional  will  was  to  clarify  the 
provision  so  as  to  grant  the  Section  107  treatment  to 
a  partner  of  the  firm  which  performed  services  over 
the  required  period,  and  received  the  required  per- 
centage of  compensation  in  a  single  taxable  year,  re- 
gardless of  whether  the  particular  partner  personally 
participated  in  the  particular  services. 
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In  addition  to  being  out  of  harmony  with  the 
purpose  expressed  by  Congress  in  making  the  1942 
amendment  to  Section  107,  the  conclusion  of  the 
majority  of  the  Tax  Court  in  the  Marshall  case  is 
contrary  to  the  basic  purpose  of  Section  107.  Wlien 
Section  107  was  originally  added  to  the  Code  by 
the  Revenue  Act  of  1939,  its  purpose  was  stated 
to  be  to  grant  relief  from  the  ^^ hardship''  falling 
upon  persons  ^^who  work  for  long  periods  of  time 
without  pay''  and  then  receive  their  compensation 
in  a  lump  siun  all  in  one  year.  S.  Rep.  No.  648,  76th 
Cong.,  1st  Sess.,  p.  7  (1939-2  Cum.  Bull.  524,  528- 
529).  There  is  no  indication  whatsoever  that  Con- 
gress, in  amending  the  law  in  1942,  intended  in  any 
way  to  depart  from  that  basic  purpose. 

Tlie  relief  which  Congress  granted  from  the  hard- 
ship falling  on  those  persons  ^^wiio  work  for  long 
periods  of  time  without  pay"  and  then  are  paid  all 
at  one  time,  was  to  allow  them  to  pay  no  more 
tax  in  the  year  of  receipt  of  their  long-term  pay 
than  they  would  have  paid  if  they  had  received  their 
compensation  ratably  over  the  period  of  the  serv- 
ices. In  other  words.  Congress  wanted  to  place 
them  in  the  same  position,  for  income  tax  purposes, 
that  they  would  have  been  in  if  they  had  received 
their  compensation  currently  over  the  years  and  had 
paid  income  taxes  thereon  each  year.  Looking  at 
the  basic  purpose  of  Section  107,  it  is  clear  that  the 
taxpayer,  in  so  far  as  he  shared  in  fees  collected  by 
the  partnership  during  the  taxable  years  relative  to 
services  performed  prior  to  the  time  he  became  a  part- 
ner, is  not  one  of  the  persons  to   whom   Congress 
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intended  to  grant  relief.  Before  he  became  a  partner 
on  August  1,  1943,  the  taxpayer  was  not  a  person 
working  ''for  long  periods  of  time  without  pay'' 
who  later  was  paid  all  at  one  time.  For  all  of  the 
years  prior  to  August  1,  1943,  the  taxpayer  was  being 
paid  currently  for  his  personal  services.  What  he 
received  during  the  taxable  years,  1944  and  1945, 
as  his  share  of*  the  income  of  the  partnership  con- 
stituted his  compensation  for  personal  services  dur- 
ing each  of  those  years,  respectively.  In  so  far  as 
what  he  received  also  inchided  a  portion  of  fees 
collected  by  the  partnership  for  services  which  the 
partnership  had  performed  prior  to  the  time  the  tax- 
payer became  a  partner,  that  to  him  was  income  in 
the  nature  of  '' windfall''  income:  that  was  not,  to 
the  taxpayer,  income  received  all  at  one  time  for 
services  performed  ''for  long  periods  of  time  with- 
out pay,"  as  to  which  Congress  intended  to  grant 
relief  from  the  resulting  hardship  tax-wise. 

Clearly,  the  conclusion  of  the  Tax  Court  majority 
in  the  Marshall  case,  adopted  by  the  Tax  Court  in 
this  case,  is  contrary  to  the  basic  purpose  of  the 
statute  and  is  erroneous.  In  this  case,  the  Tax  Court 
in  its  memorandum  opinion  stated  (R.  75-76)  that 
this  case  on  its  facts  is  even  stronger  in  favor  of  the 
taxpayer  than  the  Marshall  case,  because  in  this  case 
"the  taxpayer  rendered  services  over  a  period  of 
several  years"  for  which  the  long  term  fees  were 
received  by  the  partnership  in  1944  and  1945,*^  and 

®  The  taxpayer's  participation,  prior  to  his  admission  to  the 
partnership,  in  the  long  term  services  for  which  the  fees  in  qnes- 
tion  were  received,  was  limited,  as  the  stipuhition  shows  (par.  11, 


22 

also  because  the  taxpayer  here  was  associated  with 
the  firm  throughout  the  entire  period  over  which  he 
seeks  to  allocate  the  income  in  question.  These  fac- 
tual differences  do  not  make  the  taxpayer's  position 
in  this  case  less  contrary  to  the  basic  purpose  of  Sec- 
tion 107  than  that  of  the  taxpayer  in  the  Marshall 
case:  it  is  still  true  in  this  case,  as  in  the  Marshall 
case,  that  until  the  taxpayer  was  admitted  to  the 
partnership  he  was  being  compensated  currently  for 
his  services  and  therefore  was  not  a  person  who 
worked  ^^for  long  periods  of  time  without  pay''  and 
then  received  his  compensation  all  at  one  time,  the 
hardship  of  which  was  intended  to  be  relieved  by 
Section  107. 

Nor  is  a  different  result  required  in  this  case  by 
reason  of  the  fact  that  for  part  of  the  time  before 
being  admitted  to  partnership  the  taxpayer  was  an 
employee  paid  on  a  profit  sharing  basis,  receiving  a 
guaranteed  minimum  salary  and  above  that  a  per- 
centage of  net  profits,  between  January  1,  1940,  and 
August  1,  1943.  (R.  24-25,  35-44,  72-73.)  Nor  can 
that  fact  entitle  the  taxpayer  to  tack  his  profit  shar- 
ing period  on  to  his  partnership  period,  so  as  to  give 
him  the  qualifying  minimum  of  36  months  or  more 
and  thus  entitle  him  to  the  benefits  of  Section  107 
to  the  extent  of  an  allocation  over  that  combined  per- 
iod (for  a  partial  allocation  back,  as  the  Commis- 
sioner permitted  in  the  Marshall  case  with  respect  to 


R.  26) ,  to  his  being  "one  of  the  attorneys  performing  the  services" 
from  January  1940  to  January  1944  in  only  one  case  or  legal  mat- 
ter, identified  in  the  stipulation  only  as  one  on  which  "one  of  the 
largest"  of  the  long  term  fees  was  received  in  1944. 
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the  fees  there  received  in  the  year  1945).  Even  dur- 
ing the  profit  sharing  period,  as  before,  what  the 
taxpayer  received  was  his  full  compensation  for  all 
his  personal  services  during  each  year.  Although,  in 
addition  to  his  giiaranteed  salary,  he  had  the  right 
to  share  in  profits  up  to  his  specified  percentage  dur- 
ing the  profit  sharing  period,  his  right  to  share  therein 
was  limited  to  fees  currently  collected  by  the  firm 
during  that  period.  (See  stip.  par.  12,  R.  26-27.) 
He  was  not  in  any  sense  a  partner  (see  California 
Corporation  Code,  Section  15007  (4)  (b)  (formerly 
Civil  Code  Section  2401) ;  and  see  also  0,  Krenz  C. 
&  B.  Whs.,  Inc.  V.  England,  109  Cal.  App.  747,  293 
Pac.  689;  Sievert  v.  Simonds,  89  Cal.  App.  2d  34, 
200  P.  2d  95 ;  Lyden  v.  Spohn-Patrick  Co.,  155  Cal. 
177,  100  Pac.  236;  Coward  v.  Clanton,  122  Cal.  451,  55 
Pac.  147;  Black  v.  Brundige,  125  Cal.  App.  641,  13 
Pac.  999)  and  acquired  no  proprietary  right  to  fees 
accruing  to  the  partnership  but  not  collected.  What 
he  received  as  a  profit  sharing  employee  was  expressly 
stated  in  the  agreements  (Joint  Exhibits  1-A  through 
4-D,  R.  35-44)  as  being  paid  to  the  participants  ^^by 
way  of  compensation  only  and  not  as  parties  to  a 
joint  business  venture'',  and  the  agreements  firrther 
provided  that  ^^the  participating  privilege  does  not 
constitute  participants  partners"  (R.  36,  38-39,  40, 
41,  43). 

It  may  be  pointed  out  irv  .passing  that  we  do  not 
believe  any  significance  otrt  to  be  accorded,  as  the  Tax 
Court  majority  in  the  Marshall  case  seems  to  have 
done  (p.  93),  to  the  fact  that  the  arrangement,  where- 
by the  partners  permitted  the  taxpayer  there  to  share 
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in  fees  received  by  the  partnership  after  his  admis- 
sion to  the  partnership  for  work  performed  prior 
thereto,  may  well  have  been  ^^an  obviously  arm's 
length  business  transaction ''  and  may  well  have  had 
**a  business  purpose.''  That  the  other  partners  were 
willing  to  give  the  taxpayer  that  benefit,  is  immate- 
rial: what  the  taxpayer  in  that  case  received  during 
each  of  the  years  1942,  1943  and  1945  was  as  to  him 
compensation  for  his  services  during  each  of  those 
years,  respectively,  as  pointed  out  in  the  dissenting 
opinion  (pp.  96-97),  even  though  measured  in  part 
by  an  amount  equal  to  a  percentage  of  fees  for  legal 
services  performed  by  the  partnership  prior  to  the 
taxpayer's  admission  thereto.  The  same  applies  to 
what  the  taxpayer  in  this  case  received  during  the 
taxable  years  1944  and  1945 :  it  was  compensation  for 
his  services  during  those  years.  Before  becoming  a 
partner,  while  working  as  an  employee  of  the  firm, 
the  taxi)ayer  had  been  paid  for  his  services  currently, 
and  therefore  was  not  working  *^for  long  periods  of 
time  without  pay"  so  as  to  qualify  for  the  relief  which 
Congress  intended  to  grant  by  Section  107. 

While  the  purpose  of  Section  107  (a),  to  alleviate 
the  hardships  falling  on  those  who  receive  all  at  one 
time  compensation  for  services  of  long  duration, 
should  not  be  defeated  by  too  strict  an  interpretation, 
nevertheless  the  statute  should  not  be  extended  beyond 
the  expressed  will  of  Congress.  This  is  particularly 
true  in  the  case  of  a  provision  constituting  an  excep- 
tion to  the  fundamental  principle  governing  the  tax- 
ation of  income  upon  the  basis  of  annual  periods  and 
annual  accountings  (Burnet  v.  Sanford  &  Brooks  Co., 
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282  U.  S.  359;  Heiner  v.  Mellon,  304  U.  S.  271; 
Security  Mills  Co,  v.  Commissioner,  321  U.  S.  281), 
such  as  Section  107  (a).  Lindstrom  v.  Commissioner, 
149  F.  2d  344,  346. 

To  be  entitled  to  the  special  tax  treatment  accorded 
])y  Section  107,  a  taxpayer  should  be  required  to  bring 
himself  within  the  letter  and  the  spirit  of  the  Con- 
gressional grant.  Lindstrom  v.  Commissioner,  supra, 
p.  346.  Helvering  v.  Northwest  Steel  Mills,  311  U.  S. 
46.  In  the  Lindstrom  case  this  Court,  viewing  Sec- 
tion 107  as  akin  to  a  special  exemption  provision,  ob- 
served that  such  provisions  are  ^^to  be  strictly  con- 
strued'' (p.  346).  See  Sovick  v.  Shauglmessy,  92  F. 
Supp.  202,  205  (N.  D.  N.  Y.)  ;  cf.  Slough  v.  Commis- 
sioner, 147  F.  2d  836  (C.  A.  6th).  In  speaking  of 
Section  107,  the  Court  of  Appeals  in  Smart  v.  Com- 
missioner, 152  F.  2d  333,  335  (C.  A.  2d),  certiorari 
denied,  327  U.  S.  804,  stated  that  "the  section  is  an 
exemption  and  as  such  must  submit  to  close  scrutiny; 
and — what  is  more  important — Congress  has  been 
sparing  in  the  relief  given.''  After  noting  the  pro- 
visions of  Section  107  in  its  original  form  and  the 
changes  made  by  the  1942  amendment,  the  Court  of 
Appeals  further  observed  that  it  was  not  permitted 
^^any  assumption  that  it  [Section  107]  is  infused  with 
a  broad  purpose,  which  we  should  ramify  as  the  oc- 
casion may  demand."     (P.  335.) 

While  the  taxpayer's  position  may  be  ^'within  a 
permissible  interpretation"  (14  T.  C.  at  p.  93)  of  the 
language  of  the  statute  as  amended  in  1942,  it  is  not 
within  the  intent  expressed  by  Congress,  as  we  have 
shown,  and  to  sustain  it  would  lead  to  absurd  and 
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unreasonable  consequences.  Under  the  holding  of  the 
majority  of  the  Tax  Court  in  the  Marshall  case,  fol- 
lowed in  this  case,  if  an  individual  be  a  member  of  a 
partnership — even  though  for  only  one  day — at  the 
time  it  receives  a  fee  for  services  rendered  over  a 
period  of  say  20  years,  he  would  be  entitled  to  the 
benefit  of  Section  107  (a)  with  respect  to  his  dis- 
tributable share,  and  would  be  allowed  to  allocate  his 
share  over  the  20-year  period  of  the  services.  If  such 
an  unreasonable  result,  so  clearly  at  variance  with  the 
basic  purpose  of  Section  107,  be  permitted  by  the 
literal  words  of  the  statute,  then  the  purpose — rather 
than  the  literal  words — should  be  followed.  United 
States  V.  Amer.  Trucking  Ass'ns,  310  U.  S.  534,  543. 
Another  aspect  of  this  question  might  be  commented 
upon  briefly  before  closing.  In  the  majority  opinion 
of  the  Tax  Court  in  the  Marshall  case,  it  is  stated  that 
the  Commissioner  ^^  apparently  accepts  the  further 
proposition  that  the  accession  of  petitioner  [taxpayer] 
to  the  partnership  did  not  bring  about  a  dissolution 
of  the  old  firm  nor  create  a  new  one  *  *  *  so 
that  it  can  not  successfully  be  contended  that  the  serv- 
ices were  not  rendered  by  the  partnership  of  which 
petitioner  became  a  member.''  (14  T.  C.  at  p.  93.) 
That  statement  demonstrates  that  the  conclusion  of 
the  majority  of  the  Tax  Court  in  the  Marshall  case 
implicitly  rests  on  the  assumption  that  the  long-term 
services  there  in  question,  covering  the  years  1932  to 
1945,  were  performed  by  a  single  separate  entity. 
That  assumption  is  erroneous:  the  law  firm,  whether 
viewed  as  the  same  continuing  partnership  or  as  a 
series  of  successive  partnerships  coming  into  exist- 
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ence  on  each  change  in  membership,  was  not  an  entity 
separate  and  apart  from  its  members.  See  Internal 
Revenue  Code,  Sections  181  to  190;  Randolph  Prod- 
ucts Co.  V.  Manning,  176  F.  2d  190  (C.  A.  3d)  ;  Com- 
missioner V.  Whitney,  169  F.  2d  562  (C.  A.  2d), 
certiorari  denied,  335  U.  S.  892;  Helvering  v.  Smith, 
90  F.  2d  590  (C.  A.  2d) ;  G.  C.  M.  25795,  1948-2  Cum. 
Bull.  61.  This  fundamental  principle,  that  for  tax 
purposes  a  partnership  does  not  exist  as  an  entity 
separate  and  apart  from  the  partners,  was  properly 
recognized  in  the  dissenting  opinion  of  Judge  Hill  in 
the  Marshall  case.  (Pp.  95-96.)  As  correctly  pointed 
out  in  that  dissenting  opinion  (p.  96),  the  long-term 
services  in  that  case  were  rendered  not  by  the  tax- 
payer individually  but  in  part  (before  January  1, 
1941)  by  a  group  of  individuals  or  a  partnership  of 
which  the  taxpayer  was  not  a  member,  and  in  part 
(after  January  1,  1941)  by  a  group  of  individuals  or 
a  partnership  of  which  the  taxpayer  was  a  member. 
And  that  dissenting  opinion,  we  submit,  expresses 
(p.  96)  the  correct  conclusion  in  that  case,  namely, 
that  the  partnership  services  rendered  prior  to  Janu- 
ary 1,  1941,  are  not  attributable  to  the  taxpayer  or 
available  to  him  for  the  application  of  Section  107  (a) 
because  he  was  not  a  member  of  the  partnership  which 
rendered  those  services.  And  the  same  is  true  in  this 
case:  the  partnership  services  rendered  prior  to 
August  1,  1943,  are  not  attributable  to  this  taxpayer 
or  available  to  him  for  the  application  of  Section 
107  (a)  because  he  was  not  a  member  of  the  partner- 
ship which  rendered  them.  The  partnership  services 
rendered  prior  to  August  1,   1943,   can  no  more  be 
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availed  of  by  the  taxpayer  for  the  application  of  Sec- 
tion 107  (a)  than  could  services  rendered  before  that 
date  by  some  other  individual  lawyer  who  on  that  date 
had  formed  a  partnership  with  the  taxpayer.  Cf. 
Lindstrom  v.  Commissioner,  supra, 

CONCLUSION 

For  the  foregoing  reasons,  it  is  submitted  that  the 
decisions  of  the  Tax  Court  in  these  cases  should  be 
reversed,  and  the  determinations  of  the  Commissioner 
reinstated. 
Respectfully  submitted, 

Theron  Lamar  Caudle^ 
Assistant  Attorney  General, 
Ellis  N.  Slack^ 
Harry  Marselli^ 
Special  Assistants  to  the  Attorney  Geyieral, 

November,  1950. 
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No.  12,610 

IN  THE 

United  States 
Court  of  Appeals 

For  the  Ninth  Circuit 


Commissioner  of  Internal  Revenue, 

Petitioner, 
vs. 

BURNHAM  EnERSEN  AND  NiNA  W.  EnERSEN, 

Respondents. 


Brief  for  Respondents 


INTRODUCTORY  STATEMENT 

These  are  petitions  filed  by  the  Commissioner  of  Internal  Reve- 
nue to  review  two  decisions  of  the  Tax  Court  of  the  United 
States.  The  taxpayers,  respondents  herein,  are  husband  and 
wife,  Burnham  Enersen  and  Nina  W.  Enersen.  The  sole  issue 
involved  is  whether  the  husband  was  entitled  to  the  benefits  of 
Section  107(a)  of  the  Internal  Revenue  Code  in  computing  his 
income  tax  for  1944  and  1945  upon  his  distributive  shares  of 
certain  fees  received  by  the  law  firm  of  which  he  was  then  and 
is  now  a  partner.  The  wife  is  involved  because  the  said   fees 
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were  community  property  and  hence  reportable  for  income-tax 
purposes  half  in  the  husband's  return  and  half  in  the  wife's  re- 
turn (Commissioner's  brief,  p.  7).  It  is  not  disputed  that  if  the 
husband  is  entitled  to  the  benefits  of  Section  107  upon  his  return, 
his  wife  is  likewise  entitled  to  the  benefits  of  said  Section  with 
respect  to  the  half  of  the  said  fees  reported  in  her  return. 

Accordingly,  the  two  cases  involve  the  same  issue  and  the  same 
material  facts.  For  this  reason  they  were  consolidated  for  hearing 
and  opinion  in  the  Tax  Court  and  the  petitions  for  review  are 
presented  to  this  Court  on  a  single  record.  For  convenience  the 
husband,  Burnham  Enersen,  will  be  referred  to  herein  as  the 
"Taxpayer"  and  the  wife,  Nina  W.  Enersen,  will  be  referred  to 
as  "Taxpayer's  wife."  We  shall  discuss  only  the  case  of  Tax- 
payer, the  husband,  except  where  the  wife's  situation  has  partic- 
ular significance  in  the  argument. 

It  is  also  to  be  noted  at  the  outset  that  the  Commissioner  does 
not  question  the  computations  of  their  taxes  made  by  Taxpayer 
and  Taxpayer's  wife  in  their  returns,  if  Section  107  is  applicable, 
but  only  questions  the  applicability  of  the  Section  (Commis- 
sioner's Brief,  p.  7  and  especially  footnote  6,  pp.  7-8).  Therefore, 
if  Section  107  is  held  applicable,  the  Tax  Court  decisions  that 
there  are  no  tax  deficiencies  (R.  77-78)  may  be  affirmed  without 
any  need  for  recomputations. 

STATEMENT  OF  PLEADINGS  AND 
FACTS  DISCLOSING  JURISDICTION 

We  accept  the  statement  on  this  subject  under  the  heading 
"Jurisdiction"  in  the  Commissioner's  Brief,  pages  1-2. 

STATEMENT  OF  FACTS 

The  facts  are  not  in  controversy,  having  been  agreed  to  by  the 
parties  in  the  Stipulation  of  Facts  (R.  23-31)  and  the  Joint  Ex- 
hibits 1-A,  2-B,  3-C  and  4-D  (R.  35-44)  incorporated  by  refer- 
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ence  in  Paragraph  (7)  of  the  Stipulation  (R.  24-5).  The  Tax 
Court  made  findings  of  fact  in  which  it  first  found  the  facts  as 
stipulated  (R.  72,  first  paragraph)  and  then  summarized  them 
in  more  general  form  (R.  72-4). 

Except  for  one  inaccuracy  and  one  omission,  we  are  satisfied 
with  the  Statement  of  Facts  set  forth  in  the  Commissioner's  Brief 
under  the  heading  "Statement"  at  pages  4-8. 

The  inaccuracy  referred  to  occurs  in  the  description,  on  page 
5  of  the  Commissioner's  Brief,  of  the  agreements  about  Taxpayer's 
compensation  as  employee  of  the  partnership  for  the  period  from 
January  1,  1940,  to  August  1,  1943.  The  brief  there  states: 

".  .  .  Under  these  agreements,  a  minimum  salary  was  guar- 
anteed, and  above  the  guaranteed  amount  a  percentage  of 
net  profits  was  paid.  During  the  years  1940,  1941,  1942, 
and  1943,  up  to  August  first,  the  taxpayer  received  the  guar- 
anteed salary,  plus  a  percentage  of  profits  at  the  end  of  each 
year.  (R.  72-73)" 

This  passage  has  the  justification  of  being  quoted  verbatim  from 
the  fourth  paragraph  of  the  Tax  Court's  Findings  of  Fact  (R. 
72-3,  including  the  correction  of  the  fourth  line  from  the  bottom 
on  R.  72,  which  was  garbled  by  the  printer).  However,  the 
underlying  stipulated  facts,  and  particularly  the  written  agree- 
ments themselves,  which  v/ere  stipulated  as  Joint  Exhibits,  are 
somewhat  different  and  we  take  it  that  their  terms — which  were 
specifically  found  as  facts  in  the  Tax  Court's  finding  that  the 
facts  were  as  stipulated  (R.  72) — will  be  controlling  as  against 
the  more  general  summary  of  their  terms  given  by  the  Tax  Court 
Judge.  Examination  of  paragraph  7  of  the  Stipulation  (R.  24-5) 
and  of  the  Joint  Exhibits  therein  referred  to  and  which  also  ap- 
pear in  the  Record  (R.  35-44)  shows  that  instead  of  being  com- 
pensated by  a  salary  plus  a  percentage  of  net  profits  during  this 
period,  Taxpayer  was  compensated  by  a  share  of  net  profits  which, 
however,  was  guaranteed  to  be  not  less  than  a  minimum  annual 
amount — such  minimum  amount  being  paid  monthly  during  the 
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year  and  any  excess  of  the  percentage  of  profits  over  such  mini- 
mum amount  being  paid  at  the  end  of  the  year.  In  this  connection, 
it  is  also  to  be  noted  that  during  each  year  of  the  period  the  Tax- 
payer's percentage  of  the  net  profits  exceeded  the  minimum  an- 
nual amount,  so  that  his  entire  compensation  for  each  such  year 
actually  became  the  specified  percentage  of  net  profits  (Stip.  7, 
R.  24-5).  The  significance  of  this  is,  of  course,  that  if  the  legal 
fees  involved  in  this  case  had  been  received  by  the  partnership 
ratably  over  the  period  during  which  the  services  were  performed. 
Taxpayer  would  necessarily  have  received  his  percentage  of  por- 
tions thereof  as  additional  compensation  in  the  earlier  years, 
1940-43,  rather  than  having  it  "bunched'  'into  the  taxable  years 
1944-5  here  involved. 

The  omission  from  the  Statement  of  Facts  in  the  Commis- 
sioner's Brief,  which  we  believe  should  be  corrected  because  of 
its  possible  importance  in  the  argument,  consists  of  the  descrip- 
tion of  the  manner  in  which  the  partnership  in  question  treated 
fees  received  by  it.  This  description  should  be  inserted  in  the 
Statement  of  Facts  in  the  Commissioner's  Brief  on  page  6  as 
follows: 

"With  certain  exceptions  not  here  relevant,  all  fees  and 
compensation  received  by  the  partnership  are  pooled  in  a 
single  fund  and,  after  payment  of  expenses,  are  divided 
among  those  partners  and  those  employees  on  a  profit-shar- 
ing basis  who  had  such  status  at  the  time  of  receipt  of  such 
fees  and  compensation,  in  accordance  with  their  percentages 
in  the  month  of  receipt  (Stip.  12,  R.  26-7).  [Under  this 
arrangement,  of  course,  such  persons  need  not  have  been 
entitled  to  share  during  the  whole  prior  period  of  per- 
formance of  the  services  for  which  any  such  fee  is  paid.] 
Conversely,  persons  who  have  had  a  status  of  partner  or 
profit-sharing  employee  during  part  of  the  period  of  per- 
formance of  the  services  for  which  the  fee  is  received,  but 
who  did  not  have  such  status  during  the  month  of  the  receipt 
of  such  fee  (e.g.,  partners  or  employees  who  retire  before 
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such  receipt)  do  not  share  in  the  fee  (Stip.  12,  R.  27).  The 
procedure  outlined  in  this  paragraph  was  followed  at  all 
times  involved  in  these  cases  (Stip.  13,  R.  27).  Each  of  the 
fees  involved  in  these  cases  [and  referred  to  in  the  long 
paragraph  on  pages  6-7  of  the  Commissioner's  Brief]  was 
handled  in  accordance  with  this  procedure  (Stip.  14,  R. 
27.)" 

STATUTORY  PROVISIONS 
The   statute  which  governs  the  disposition  of  these  cases  is 

Section   107(a)    of  the  Internal  Revenue  Code  as  amended  by 

Section  139(a)  of  the  Revenue  Act  of  1942: 

"(a)  Personal  Services. — If  at  least  80  per  centum 
of  the  total  compensation  for  personal  services  covering  a 
period  of  thirty-six  calendar  months  or  more  (from  the  be- 
ginning to  the  completition  of  such  services)  is  received  or 
accrued  in  one  taxable  year  by  an  individual  or  a  partner- 
ship, the  tax  attributable  to  any  part  thereof  which  is  in- 
cluded in  the  gross  income  of  any  individual  shall  not  be 
greater  than  the  aggregate  of  the  taxes  attributable  to  such 
part  had  it  been  included  in  the  gross  income  of  such  in- 
dividual ratably  over  that  part  of  the  period  which  precedes 
the  date  of  such  receipt  or  accrual." 

Relevant  to  the  interpretation  of  this  statute  is  the  wording  of 
the  only  prior  version  of  Section  107(a)  of  the  Code,  as  originally 
enacted  by  Section  220(a)  of  the  Revenue  Act  of  1939: 

"In  the  case  of  compensation  (a)  received,  for  personal 
services  rendered  by  an  individual  in  his  individual  capacity, 
or  as  a  member  of  a  partnership,  and  covering  a  period  of 
five  calendar  years  or  more  from  the  beginning  to  the  com- 
pletion of  such  services,  (b)  paid  (or  not  less  than  95 
per  centum  of  which  is  paid)  only  on  completion  of  such 
services,  and  (c)  required  to  be  included  in  gross  income 
of  such  individual  for  any  taxable  year  beginning  after  De- 
cember 31,  1938,  the  tax  attributable  to  such  compensation 
shall  not  be  greater  than  the  aggregate  of  the  taxes  attribu- 
table to  such  compensation  had  it  been  received  in  ecjual  por- 
tions in  each  of  the  years  included  in  such  period." 
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SUMMARY  OF  ARGUMENT 

The  sole  issues  involved  in  this  case  relate  to  the  interpretation 
of  Section  107(a)  of  the  Internal  Revenue  Code  as  applied  to 
the  facts  presented.  It  is  undisputed  that  all  the  requisites  ex- 
pressly set  forth  in  that  section  have  been  fully  met.  The  ques- 
tion raised  by  the  Commissioner  is  whether  there  should  be  read 
into  the  statute  by  implication  the  additional  requirement  that 
Taxpayer  must  have  been  a  member  of  the  partnership  for  more 
than  36  months  before  receipt  of  the  income  in  question. 

Examination  of  the  text  of  Section  107(a),  as  well  as  of  its 
legislative  history,  makes  it  clear  that  Congress  gave  careful  con- 
sideration to  the  legislative  policy  embodied  in  the  section  and 
to  the  drafting  of  its  language.  Congress  laid  down  in  unmistak- 
able terms  what  the  requisites  are  upon  which  the  application  of 
the  section  depends.  The  statute  is  unambiguous  and  leaves  no 
room  for  construction. 

The  general  purpose  of  Section  107(a)  is  to  alleviate  the  tax 
burden  which  results  from  the  receipt  in  one  year  of  compensa- 
tion for  services  rendered  over  a  period  of  years.  The  method  of 
relief  is  to  limit  the  tax  attributable  to  such  compensation  to  the 
aggregate  of  the  taxes  which  would  have  been  imposed  if  the 
compensation  had  been  received  ratably  over  the  period  during 
which  the  compensation  was  rendered. 

The  only  question  is  what  the  conditions  are  upon  which  the 
application  of  the  section  depends.  The  conditions  specified  by 
Congress  are  (1)  that  there  must  be  compensation  for  personal 
services  covering  a  period  of  36  calendar  months  or  more,  (2) 
that  80%  of  such  compensation  must  be  received  in  one  taxable 
year,  and  (3)  that  it  must  be  received  by  an  individual  or  a  part- 
nership. When  these  conditions  are  met  the  tax  computation 
benefits  of  the  section  apply  to  "any  part"  of  such  compensation 
which  is  included  in  the  gross  income  of  "any  individual." 
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In  this  case  the  compensation  in  question  was  required  by  law 
to  be  included  in  the  gross  income  of  Taxpayer  (and  of  his  wife 
as  community  property)  and  the  Commissioner  so  included  it. 
"Any  individual"  includes  Taxpayer.  Accordingly,  Taxpayer  is 
entitled  to  the  benefits  of  Section  107(a)  under  the  express  man- 
date of  Congress. 

What  the  Commissioner  seeks  to  do  is  to  insert  in  Section 
107(a)  after  the  phrase  "any  individual"  the  additional  and 
qualifying  phrase  "who  has  been  a  member  of  the  partnership 
for  at  least  36  months  before  receipt  of  the  compensation  by  the 
partnership."  The  Commissioner  seeks  to  do  this  under  the  guise 
of  interpretation.  But  actually  Congress  has  expressed  its  intent 
in  language  so  clear  that  there  is  no  room  for  interpretation.  Thus 
the  Commissioner  is  really  seeking  to  amend  the  statute  and  is 
asking  this  Court  to  encroach  on  the  constitutional  legislative 
power  of  Congress. 

That  Congress  means  what  it  has  said  in  Section  107(a)  is 
further  demonstrated  by  the  legislative  history.  As  originally  en- 
acted in  1939,  Section  107  was  narrower,  and  its  benefits  were 
limited  to  the  taxpayer  who  actually  performed  the  services  for 
which  the  compensation  was  received.  But  this  restriction  was 
eliminated  by  the  Revenue  Act  of  1942,  which  drastically  revised 
Section  107(a).  Since  1942  the  section  applies  to  "any  part"  of 
the  compensation  which  is  included  in  the  gross  income  of  "any 
individual."  That  it  is  no  longer  necessary  that  the  taxpayer  bene- 
fiting from  Section  107(a)  shall  himself  have  performed  the  serv- 
ices is  expressly  recognized  in  the  Report  of  the  Senate  Finance 
Committee  as  well  as  in  the  Income  Tax  Regulations.  In  the  case 
of  partnership  income  the  legislative  intent  is  now  clear  that  the 
section  applies  to  a  taxpayer  who  must  report  the  income  and 
who  is  a  member  of  the  partnership  at  the  time  the  income  is  re- 
ceived, even  though  he  has  not  been  a  member  during  the  entire 
period  over  which  the  services  have  been  rendered. 
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The  Commissioner  relies  upon  the  decision  of  this  Court  in 
Ltndstrom  v.  Commissioner  (1945),  149  F.2d  344.  This  case 
arose  under  the  1939  version  of  the  law  and  it  was  properly  held 
that  Section  107(a)  did  not  apply  to  a  partner  sharing  in  com- 
pensation for  services  rendered  by  another  partner  prior  to  the 
formation  of  the  partnership.  But  since  1942  it  has  no  longer 
been  necessary  that  the  partner  reporting  a  share  of  the  compensa- 
tion shall  himself  have  performed  the  services.  Hence  the  Lind- 
strom  case  is  not  in  point  here  and  affords  no  support  to  the 
Commissioner's  position. 

Under  Section  107(a)  it  is  immaterial  whether  technically  a 
new  partnership  was  formed  when  Taxpayer  entered  the  firm.  In 
any  event,  under  California  law,  the  old  partnership  continued 
without  the  formation  of  a  new  one. 

Even  if  this  Court  should  hold  that  Congress  intended  to  bene- 
fit only  those  individuals  who  had  been  themselves  entitled  to 
share  in  the  fees  for  a  period  of  36  months  or  more,  it  is  enough 
that  Taxpayer  in  this  case  for  well  over  36  months  prior  to  re- 
ceipt of  the  fees  in  question  was  entitled  to  share  in  the  partner- 
ship profits,  either  as  a  partner  or,  prior  to  the  date  of  his  admis- 
sion to  the  firm,  as  a  profit-sharing  employee. 

The  ultimate  issue  in  this  case  is  a  fundamental  one.  Congress 
has  legislated  in  terms  which  leave  no  room  for  doubt  as  to  its 
meaning.  The  Commissioner  disagrees  with  the  legislative  policy. 
He  seeks  to  persuade  this  Court  to  amend  the  Internal  Revenue 
Code.  He  has  come  to  the  wrong  forum.  He  should  take  his  com- 
plaint to  Congress. 
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ARGUMENT 

I 
By  the  Express  Terms  of  Section  107(a)  Its  Benefits  Are  Available 
to  Any  Person  Who  Is  Required  to  Include  in  His  Gross  Income 
Any  Part  of  Compensation  of  the  Type  Described  in  the  Sec- 
tion, Regardless  of  His  Prior  Connection  with  the  Partnership. 
A.     THIS    rS    DEMONSTRATED    BY   THE   PRECISE    LANGUAGE    OF   SECTION 
107(a)  WHICH  IS  UNAMBIGUOUS  AND  LEAVES  NO  ROOM  FOR  CON- 
STRUCTION. 

Ordinarily  a  taxpayer  making  his  returns  on  the  cash  basis  (as 
did  the  present  Taxpayer)  must  include  in  gross  income  for  the 
taxable  year  all  income  received  during  that  year  and  it  is  sub- 
jected to  tax  at  the  rates  applicable  to  such  year.  By  Section 
107(a)  Congress  has  provided  an  exception  with  respect  to  com- 
pensation for  personal  services  covering  a  period  of  36  months 
or  more.  Where  the  section  applies,  the  tax  attributable  to  such 
compensation  shall  not  be  greater  than  the  aggregate  of  the 
taxes  attributable  to  the  compensation  in  question  "had  it  been 
included  in  the  gross  income  of  such  individual  ratably  over  that 
part  of  the  period  which  precedes  the  date  of  such  receipt." 

The  sole  question  raised  in  this  case  is  whether  the  Taxpayer 
is  entitled  to  the  benefits  of  this  provision  in  the  computation 
of  the  taxes  upon  Taxpayer's  share  of  the  compensation  received 
by  the  partnership  of  which  he  was  a  member.  The  question  is 
a  narrow  and  relatively  simple  one  of  statutory  construction.  The 
language  of  Section  107(a)  is  short  and  explicit.  Congress  has 
laid  down  in  carefully  drawn  and  unmistakable  terms  what  the 
conditions  are  upon  which  the  application  of  the  section  depends. 
If  these  conditions  are  met,  the  Taxpayer  is  entitled  to  its  bene- 
fits; if  the  conditions  are  not  met,  the  Taxpayer  may  not  claim 
such  benefits.  These  conditions  may  not  be  enlarged  or  diminished 
by  administrative  fiat. 

It  only  remains  to  consider  what  the  conditions  are  that  Con- 
gress has  laid  down.  A  reading  of  Section  107(a)  makes  it  evi- 
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dent  that  these  conditions  are  the  following  and  only  the  follow- 
ing: 

1.  There  must  be  compensation  for  personal  services 
covering  a  period  of  36  calendar  months  or  more.^ 

2.  80%  of  such  compensation  must  be  received  in  one 
taxable  year.^ 

3.  It  must  be  received  by  an  individual  or  a  partnership.^ 

When  the  foregoing  three  conditions  are  met,  then  the  tax 
computation  benefits  of  the  section  apply  to  "the  tax  attributable 
to  any  part  [of  such  compensation]  which  is  included  in  the  gross 
income  of  any  individual."^  (Emphasis  supplied.) 

It  is  obvious  from  the  record  that  all  of  the  three  conditions 
above  listed  are  fully  met  in  the  present  case.  The  Commissioner 
admits  that  all  three  were  fulfilled  with  respect  to  the  fees  in- 
volved in  this  case,  saying  with  respect  to  such  fees  in  his  State- 
ment of  Facts  (Commissioner's  Brief,  page  6)  : 

"During  1944  and  1945,  the  partnership  received  fees 
from  clients  representing  compensation  for  personal  serv- 
ices which  had  been  rendered  by  the  firm  over  a  period  of 
36  months  or  more,  the  amounts  received  as  fees  during 


i"'If  .  .  .  compensation  for  personal  services  covering  a  period  of  thirty- 
six  calendar  months  or  more  (from  the  beginning  to  the  completion  of 
such  services)  .  .  ."  (Sec.  107(a)), 

2"If  at  least  80  per  centum  of  the  total  compensation  [for  the  services 
described  in  note  1  above]  is  received  or  accrued  in  one  taxable  year  ..." 
(Sec.  107(a)).  Here  the  word  "received"  applies  to  the  cash  basis  Tax- 
payer and  partnership  involved  in  this  case. 

5".  .  .  by  an  individual  or  a  partnership,  .  .  ."  (Sec.  107(a)). 

^The  preceding  three  footnotes  include  all  of  the  words  used  in  the  con- 
ditional or  "if"  clause  of  Section  107(a).  The  remaining  words  of  the 
subdivision  constitute  the  predicate  or  main  clause  reading  as  follows: 
"...  the  tax  attributable  to  any  part  thereof  which  is  included  in  the  gross 
income  of  any  individual  shall  not  be  greater  than  the  aggregate  of  the 
taxes  attributable  to  such  part  had  it  been  included  in  the  gross  income  of 
such  individual  ratably  over  that  part  of  the  period  which  precedes  the 
date  of  such  receipt  or  accrual." 


11 

each  year  on  each  case  or  matter  constituting  at  least  80  per 
cent  of  the  total  compensation  therefor." 

And  see  the  same  admission  in  his  argument,  Commissioner's 
Brief,  pp.  11-12.  Thus  compensation  complying  with  all  three 
conditions  was  received  in  each  of  the  taxable  years  by  the  partner- 
ship of  which  Taxpayer  was  a  member.  For  convenience,  we  may 
call  this  "qualified"  compensation,  i.e.  qualified  for  the  benefits  of 
Section  107.  Taxpayer's  agreed  percentages  thereof — in  the 
amounts  stated  on  page  6  of  the  Commissioner's  Brief — there- 
fore constituted  "parts"  of  such  qualified  compensation  which 
had  to  be  "included  in  the  gross  income  of  any  individual,"  i.e., 
the  gross  income  of  Taxpayer  (and  in  that  of  his  wife  as  to  her 
community  property  half)  and  could  not  have  been  legally  in- 
cluded in  the  gross  income  of  anyone  else.  Thus  Taxpayer's  share 
of  the  qualified  compensation  must  be  given  the  benefits  of  Sec- 
tion 107(a)  in  his  (and  his  wife's)  tax  returns,  or  such  bene- 
fits will  be  denied  completely  with  respect  to  this  portion  of  com- 
pensation which  falls  squarely  within  the  scope  of  the  section. 

Any  such  denial  would  do  gross  violence  to  the  intent  of  Con- 
gress and  to  its  express  language.  This  language  makes  it  too 
clear  for  question  that  Congress  intends  Section  107(a)  to  apply 
to  all  compensation  of  the  sort  described.  Not  only  is  this  im- 
plicit in  the  whole  sub-section  but  it  is  expressed  in  calculated  and 
carefully  chosen  words  which  leave  no  room  for  doubt  or  am- 
biguity. Assuming  the  receipt  of  qualified  compensation,  Section 
107(a)  extends  "to  any  part  thereof  which  is  included  in  the  gross 
income  of  any  individual."  These  are  the  key  words  of  the  section 
as  applied  to  this  case. 

"Any  part"  includes  Taxpayer's  part  of  the  compensation  in 
question.  "Any  individual"  includes  Taxpayer  (or  his  wife  as  to 
her  half).  Nothing  could  be  clearer.  If  language  like  this  is  not 
respected,  legislation  becomes  a  joke.  Congress  here  has  left  no 
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doubt  as  to  its  meaning  and  no  room  for  construction  either  by 
the  Commissioner  or  the  Courts. 

Thus  what  the  Commissioner  is  asking  this  Court  to  do  is  to 
amend  the  Internal  Revenue  Code — not  to  construe  it.  It  may  be 
noted  that  he  does  not  go  so  far  as  to  contend  that  Section  107(a) 
apphes  only  where  the  taxpayer  receiving  the  compensation  also 
performs  the  services  for  which  the  compensation  is  paid.  (See 
Commissioner's  Brief,  pp.  18-19).  This  position  would  be  impos- 
sible in  view  of  the  revision  of  Section  107  made  by  the  Revenue 
Act  of  1942.  What  he  does  contend  is  that  an  incoming  partner 
may  not  avail  himself  of  Section  107(a),  if  he  has  not  been  a 
member  of  the  partnership  for  36  months  or  more  at  the  time 
of  receipt  of  the  fees  in  question. 

Apparently  the  Commissioner  believes  that  Taxpayer  is  not 
"any  individual"  within  the  key  words  of  Section  107(a).  He 
could  scarcely  deny  that  Taxpayer's  community  property  half  of 
his  percentage  of  the  qualified  partnership  compensation  consti- 
tuted "any  part  thereof  which  is  included  in  the  gross  income"  of 
Taxpayer,  because  he  himself  included  the  same  in  gross  income 
in  his  deficiency  notice  in  this  case  (R.  13-20)  and,  of  course, 
Taxpayer  and  the  Tax  Court  did  likewise  in  Taxpayer's  computa- 
tion (Stip.  17,  R.  28-31)  which  the  Tax  Court  approved  (R. 
74-6  and  77),  the  only  difference  between  their  treatment  and  the 
Commissioner's  being  in  the  computation  of  the  tax  attributable 
to  such  part  and  not  in  the  inclusion  thereof  in  gross  income. 

Therefore  the  Commissioner  is  here  seeking  to  have  this  Court 
hold  that  Taxpayer  is  not  "any  individual"  as  that  term  is  used 
in  Section  107(a)  despite  the  broad  and  unqualified  nature  of 
such  term.  In  other  words,  the  Commissioner  is  asking  this  Court 
to  treat  the  key  words  of  Section  107(a)  as  if  they  confined  the 
tax  computation  benefits  of  the  section  to  "any  part"  of  the  quali- 
fied compensation  received  by  a  partnership  "which  is  included  in 
the  gross  income  of  any  individual  who  has  been  a  member  of 
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the  partnership  for  at  least  36  months  before  receipt  of  the 
compensation  by  the  partnership."  The  italicized  words  are  not  in 
the  section  at  all,  but  the  Commissioner  wants  this  Court  to  insert 
them  by  "interpretation." 

The  legislative  character  of  this  change  which  the  Commis- 
sioner seeks  is  indicated  not  only  by  the  above  explanation  of 
his  "interpretation"  as  an  insertion  of  specific  words  into  the 
statute,  but  also  by  his  admissions  regarding  the  Tax  Court's 
decision  in  this  case  and  in  the  leading  case  which  the  Tax  Court 
followed  in  its  opinion,  namely, 

Marshall   (1950),   14  T.C.  90,  CCH.  Dec.   17,456   (re- 
viewed by  Tax  Court  with  dissents  by  3  of  its  16  judges) . 

Both  at  page  17  and  at  pages  25-6  of  the  Commissioner's  Brief 
it  is  admitted  that  these  decisions  of  the  Tax  Court  and  the  Tax- 
payer's position  in  this  case  are  "within  a  permissible  interpreta- 
tion" of  the  language  of  the  statute.  If  so,  why  should  this  Court 
exercise  its  appellate  power — in  a  case  of  agreed  facts  where  the 
power  is  intended  for  the  correction  of  clear  errors  of  law — to 
change  that  "permissible  interpretation"  adopted  en  banc  by  the 
Tax  Court,  the  recognized  expert  interpreter  of  the  Internal  Reve- 
nue Code.^  Obviously,  the  Commissioner's  Brief  is  addressed,  not 
to  any  appellate  power  of  review,  but  to  the  power  of  Congress 
to  change  the  "permissible  interpretation"  by  amendment. 

The  legislative  character  of  the  change  sought  by  the  Com- 
missioner is  additionally  indicated  by  its  special  nature.  He  con- 
cedes that  under  Section  107(a)  it  is  not  necessary  that  a  tax- 
payer receiving  its  benefits  must  himself  have  performed  the  ser- 
vices for  which  the  compensation  is  paid.^    And  there  are  various 


^This  concession  is  necessitated  by  the  express  regulation  that  a  partner 
who  shares  in  the  compensation  need  not  have  performed  any  of  the  services 
in  order  to  obtain  the  benefits  of  Section  107(a),  as  contained  in  the  Com- 
missioner's Regulations  111,  Section  29.107-1,  3rd  subparagraph,  now  in 
effect,  and  the  corresponding  3rd  subparagraph  of  the  prior  Regulations 
103,  Section  19.107-2,  as  added  by  Treasury  Decision  5220,  dated  February 
2,  1943,  and  effective  on  that  date. 
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situations  in  which  an  individual  may  share  in  compensation  for 
services  rendered  by  others.  It  is  common  enough  for  a  partner 
to  share  in  income  received  by  the  partnership  for  services  ren- 
dered by  other  partners  or  employees.  What  the  Commissioner 
is  doing  is  to  take  one  special  case  of  this  sort — i.e.,  an  incoming 
partner  who  shares  in  fees  received  subsequent  to  his  admission 
to  membership  for  services  rendered  prior  to  his  admission — and 
to  write  such  a  taxpayer  out  of  the  statute,  while  leaving  other 
similar  cases  within  the  statute.  Furthermore,  he  undertakes  to 
make  the  position  of  this  class  of  taxpayers  depend  upon  com- 
pliance with  a  requirement  of  membership  in  the  partnership  for 
36  months  or  more.  Congress,  however,  made  no  such  require- 
ment. The  statute  is  completely  silent  with  respect  to  any  period 
of  membership  in  the  partnership  on  the  part  of  the  individual 
who  is  to  benefit  from  the  application  of  Section  107(a),  although 
the  Commissioner's  Brief  seeks  to  imply  that  there  is  a  period-of- 
membership  requirement  in  his  very  statement  of  the  question  at 
issue  at  the  commencement  of  his  argument  on  pages  11-12  of 
the  Commissioner's  Brief.  It  is  said  there  (p.  12)  that  this  ques- 
tion is: 

".  .  . — or,  stated  differently,  whether  an  incoming  partner 
may  tack  on  to  his  period  of  membership  in  the  partnership 
the  period  during  which  services  were  rendered  by  the  part- 
nership prior  to  his  admission  to  the  partnership."  (Emphasis 
supplied.) 

If  the  statute  did  require  36  months'  membership  by  the  benefiting 
partner,  a  question  of  "tacking"  might  be  involved,  as  it  is,  for 
example,  when  it  is  claimed  that  the  periods  of  two  ownerships 
may  be  tacked  together  in  determining  the  holding  period  for  a 
long-term  capital  gain  under  I.R.C.  Section  117.  But  where  no 
membership  period  is  specified  in  Section  107(a),  it  is  misleading 
to  state  that  the  question  of  tacking  some  prior  period  on  to  this 
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Taxpayer's  period  of  membership  in  the  partnership  is  here  in- 
volved. 

Whether  or  not  the  Commissioner's  attempt  to  insert  a  36 
months'  membership  requirement  into  Section  107(a)  with  re- 
spect to  partnership  compensation  would  be  wise  legislative  policy 
is  immaterial.  The  point  is  that  it  constitutes  a  complete  break 
from  the  actual  language  of  the  Code.  If  such  changes  are  to  be 
made  in  the  statutes,  it  is  the  constitutional  function  of  Congress 
to  make  them — not  that  of  the  Commissioner  or  the  Courts.  The 
Supreme  Court  has  recently  reminded  us  of  this  in  its  decision  in 

Commissioner  v.  Korell  (1950),  339  U.S.  619. 

This  case  involved  the  interpretation  of  Section  125  of  the  In- 
ternal Revenue  Code,  establishing  the  deduction  for  amortizable 
"bond  premium."  The  question  was  whether  the  benefits  of  the 
section  applied  to  bonds  purchased  at  a  premium  occasioned 
by  their  convertibility  into  common  stock.  The  Supreme  Court 
held  first  that  the  term  "bond  premium"  was  unambiguous  and 
included  a  premium  based  on  convertibility  as  well  as  one  based 
upon  the  interest  rate  of  the  bond.  Having  adopted  this  premise, 
the  Supreme  Court  concluded  that  the  statutory  provision  must 
be  enforced  as  Congress  had  written  it,  despite  the  obviously  un- 
fortunate tax  consequences  in  the  case  before  it,  where  the  tax- 
payer had  been  able  to  obtain  a  deduction  for  what  was  obviously 
not  a  real  loss  in  value  in  view  of  his  rights  under  the  conversion 
feature  of  the  bonds.  In  the  course  of  its  opinion,  the  Court  said 
(p.  625): 

"To  be  sure,  Congress  might  have  proceeded  by  defining 
'premium'  (and  'true'  premium)  rather  than,  or  as  well  as 
'bond.'  But  we  cannot  reject  the  clear  and  precise  avenue 
of  expression  actually  adopted  by  the  Congress  because  in 
a  particular  case  we  may  know,  if  the  bonds  are  disposed  of 
prior  to  our  decision,  that  the  public  revenues  would  be 
maximized  by  adopting  another  statutory  path.  Congress 
was  legislating  for  the  generality  of  cases." 
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Before  the  Supreme  Court's  pronouncement  in  the  Korell  case, 
one  could  well  have  disagreed  with  the  premise  that  the  term 
"bond  premium"  was  unambiguous.  This  Court  itself  in  the  simi- 
lar case  of 

Commissioner  V.  Shoong  (1949),  177  Fed.2d  131, 

held  that  "bond  premium"  was  a  term  requiring  interpretation 
and  construed  it  as  including  only  a  "true"  bond  premium  based 
on  the  interest  rate  of  the  bond  and  as  not  covering  a  premium 
due  to  a  conversion  right.  However,  the  Shoong  case  was  re- 
versed by  the  Supreme  Court  on  the  authority  of  the  Korell  case 
{Shoong  V.  Commissioner  (1950),  339  U.S.  974),  and  thus  it 
must  be  taken  as  established  law  that  the  term  "bond  premium" 
clearly  covers  any  type  of  premium,  including  one  due  to  con- 
vertibility. Adopting  this  premise,  no  one  can  quarrel  with  the 
Supreme  Court's  conclusion  that  the  only  way  in  which  the  adverse 
effect  of  the  term  upon  the  public  revenues  should  be  corrected 
is  by  amendatory  legislation  of  Congress.^ 

In  our  case  the  key  phrase  "any  individual"  is  completely  free 
from  ambiguity;  and  the  Tax  Court  recognized  that  "judicial 
amendment"  would  be  similarly  inappropriate.    The  Court  said 

(R-  76) : 

"Since  it  is  the  status  of  the  recipient  of  the  income  in  the 
year  of  receipt,  and  not  either  his  status  in  prior  years, 
Federico  Stallforth,  6  T.C.  140,  nor  the  indentity  of  the 
individual  who  contributed  the  services,  that  is  made  to 
govern  the  application  of  section  107  in  its  present  form, 
we  are  satisfied  that  under  the  facts  of  this  proceeding  peti- 
tioner correctly  computed  his  tax  by  use  of  its  provisions." 


^It  is  interesting  to  note  in  this  connection  that  the  legislative  correction 
of  the  use  of  the  term  "bond  premium"  in  Section  125  followed  at  once 
after  the  Supreme  Court  decisions  in  the  Korell  and  Shoong  cases.  Section 
217  of  the  Revenue  Act  of  1950,  effective  with  respect  to  bonds  acquired 
after  June  15,  1950,  amends  Section  125  to  provide  that:  "In  no  case  shall 
the  amount  of  bond  premium  on  a  convertible  bond  include  any  amount 
attributable  to  the  conversion  features  of  the  bond." 
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This  decision  was  in  accord  with  another  decision  handed  down 
by  the  Tax  Court  at  approximately  the  same  time.  This  was  the 
similar  leading  case  already  mentioned  above, 

Marshall  (1950),  14  T.C.  90,  C.C.H.  Dec.  17,456. 

The  present  case  is  stronger  for  the  taxpayer  than  the  Marshall 
case,  as  the  Tax  Court  pointed  out.   It  said  (R.  75-76): 

"The  facts  in  this  proceeding  present  an  even  stronger 
case  for  the  petitioner  than  did  the  facts  in  the  Marshall 
case,  because  in  this  proceeding  the  taxpayer  rendered  ser- 
vices over  a  period  of  several  years  for  which  the  fees  in 
which  he  shared,  in  1944  and  1945,  were  paid  by  clients  as 
compensation  for  personal  services;  and,  also,  he  has  been 
associated  with  the  law  firm  in  question  throughout  the 
period  of  years  over  which  he  seeks  to  allocate  the  income 
in  question." 

The  Tax  Court  was  clearly  correct.  If  the  Commissioner  is 
dissatisfied  with  Section  107(a)  as  Congress  has  written  it,  he 
should  take  his  complaint  to  Congress  and  not  to  this  Court. 

B.      THAT  SECTION    107(a)    MEANS  WHAT  IT  SAYS   IS  FURTHER   DEMON- 
STRATED BY  THE  LEGISLATIVE  HISTORY. 

Where  the  language  of  a  statute  is  too  clear  to  leave  room  for 
doubt  as  to  its  meaning,  there  is  no  need  to  resort  to  legis- 
lative history.  However,  the  history  of  Section  107(a)  afifords 
the  strongest  evidence  that  Congress  did  mean  what  it  said  and 
that  there  is  no  justification  for  writing  into  the  statute  specific 
restrictions  that  Congress  did  not  choose  to  put  there. 

Section  107  originated  in  the  Revenue  Act  of  1939,  was 
amended  by  the  Revenue  Act  of  1942,  and  has  not  since  been 
changed.  On  page  5  of  this  Brief,  above,  we  have  separately 
set  forth  each  of  its  versions:  first  the  present  Section  107(a), 
as  amended  in  1942,^  and  then  the  original  1939  version  of  Sec- 


^Section   107(b)    in  the   1942   amendment  applies  to  another  type  of 
situation  and  is  not  here  relevant. 
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tion  107.  In  addition,  a  parallel  column  comparison  of  the  two 
versions  is  attached  as  Appendix  A  to  this  brief,  in  order  to  show 
more  clearly  the  many  differences  between  them. 

Upon  examining  the  1939  version  it  is  at  once  apparent  that 
the  benefits  of  the  section  then  applied  only  to  qualified  com- 
pensation (i.e.,  compensation  of  the  required  type  as  to  the 
period  of  services  and  the  percentage  received  in  one  year)  which 
was 

"(a)  received,  for  personal  services  rendered  by  an  in- 
dividual in  his  individual  capacity,  or  as  a  member  of  a 
partnership  .  .  .  and  (c)  required  to  be  included  in  gross 
income  of  such  individual  .  .  .  ."  (Emphasis  supplied.) 

The  term  "such  individual"  must  refer  back  to  the  "individual" 
by  whom  the  services  were  rendered  within  clause  (a).  Thus 
under  this  1939  version,  only  the  taxpayer  who  had  actually  per- 
formed the  services  could  benefit,  although  he  was  not  debarred 
because  he  had  performed  them  as  a  partner  rather  than  an  in- 
dividual. It  followed  that  his  other  partners,  if  they  did  not 
perform  any  of  the  services,  could  not,  apparently,  use  section 
107(a).  It  made  no  difference  whether  such  other  partners  were 
old  members  or  newly-admitted  members  of  the  firm. 

In  the  Revenue  Act  of  1942  Section  107(a)  got  a  drastic  over- 
hauling, as  shown  graphically  by  the  parallel  column  comparison 
in  Appendix  A.  The  period  was  reduced  from  five  years  to  36 
months.  The  percentage  was  reduced  from  95  to  80.  The  re- 
quirement that  the  requisite  percentage  of  the  compensation  be 
paid  only  on  completion  of  the  services  was  eliminated.  A  new 
requirement  was  added  that  the  requisite  percentage  of  compensa- 
tion be  received  or  accrued  in  one  taxable  year.  Additional 
changes  of  wording  were  made. 

The  changes  mentioned  in  the  preceding  paragraph  are  not 
directly  material  to  the  present  controversy,  but  they  serve  to  show 
that  in  drafting  the  Revenue  Act  of  1942  Congress  gave  section 
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107(a)  thorough  consideration  and  that  the  whole  problem  of 
the  scope  of  the  subsection  was  carefully  reviewed.  It  cannot  be 
contended  that  the  job  of  revision  was  done  in  any  haphazard 
way.  The  same  care  was  unquestionably  devoted  to  the  remain- 
ing change  made  in  1942,  which  is  material  to  the  present  con- 
troversy. 

This  change  is  most  significant.  Under  the  1939  version  the 
compensation  had  to  be  received  for  personal  services  rendered 
by  an  individual  (in  his  individual  capacity  or  as  a  member  of  a 
partnership)  and  was  required  to  be  included  in  the  gross  income 
of  the  same  individual.  The  1942  Act  does  not  contain  this  re- 
quirement that  the  services  be  rendered  by  the  same  taxpayer  who 
must  report  the  income.  It  is  now  provided  that  wherever  "com- 
pensation for  personal  services  ...  is  received  or  accrued  ...  by 
an  individual  or  a  partnership,"  the  tax  computation  benefits 
apply  "to  any  part  thereof  which  is  included  in  the  gross  income 
of  any  individual."  It  is  plain  that  performance  of  the  services 
by  the  individual  reporting  the  income  was  thus  intentionally 
eliminated  as  a  requirement. 

It  is  not  surprising  that  Congress  should  have  made  this  change. 
In  a  normal  partnership,  services  may  be  rendered  by  any  partner 
or  by  employees,  yet  the  compensation  is  payable  to  the  partner- 
ship. It  is  also  usual  for  each  partner  to  receive  a  percentage  of 
the  total  income  of  the  firm.  Thus  normally  a  substantial  portion 
of  partnership  income  goes  to  individual  partners  who  did  not 
perform  the  services  producing  the  income.  Under  the  1939  law 
it  followed  that  only  a  part  of  the  compensation  received  by 
partnerships  for  services  rendered  over  the  requisite  period  could 
get  the  benefits  of  Section  107.  In  1942  Congress  decided  that 
such  a  limitation  was  undesirable.  Accordingly  it  amended  Section 
107  so  as  to  afford  the  same  benefits  to  all  compensation  of  the 
specified  type,  regardless  of  whether  the  taxpayer  reporting  the 
income  actually  performed  all  or  any  of  the  services. 
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Congress  did  this  by  language  too  plain  to  be  misunderstood. 
But  in  addition  the  congressional  purpose  was  expressed  in  the 
Report  of  the  Senate  Finance  Committee.  That  the  general  intent 
was  to  broaden  the  scope  of  the  relief  granted  is  indicated  by  the 
following  sentence  from  the  Committee's  comments  upon  the 
section  of  the  Revenue  bill  which  amended  Section  107  of  the 
Internal  Revenue  Code: 

"It  is  believed  that  the  use  of  the  term  'five  calendar  years' 
results  in  an  inequitable  limitation  of  the  scope  of  such  sec- 
tion and  that  there  are  also  other  restrictions  in  the  existing 
law  which  prevent  a  proper  application  of  this  relief  pro- 
vision." 

Senate  Report  No.  1631,  77th  Cong.,  2nd  Sess.;  1942—2 
Cum.   Bui.   585. 

More  specifically,  the  Report  states  (1942 — 2  Cum.  Bui.  586)  : 
"In  order  for  section  107(a)  to  be  applicable,  it  is  not 
necessary  that  the  individual  who  includes  in  his  gross  in- 
come compensation  for  such  personal  services  be  the  person 
who  renders  such  services.  For  example,  a  partner  who 
shares  in  compensation  for  such  personal  services  rendered 
by  the  partnership  may  be  entitled  to  the  benefits  of  section 
107(a),  notwithstanding  that  he  took  no  part  in  the  render- 
ing of  such  services.  Likewise,  in  community  property  States, 
the  spouse  of  a  person  who  renders  such  personal  services 
may  be  entitled  to  the  benefits  of  section  107(a)." 

The  elimination  of  any  requirement  of  participation  in  the  rendi- 
tion of  the  services  is  similarly  recognized  by  the  Income  Tax 
Regulations.  Regulations  111,  Section  29.107-1  contains  the  fol- 
lowing paragraph: 

"It  is  not  necessary,  in  order  for  section  107(a)  to  be  ap- 
plicable, that  the  individual  who  includes  in  his  gross  in- 
come compensation  for  such  personal  services  be  the  person 
who  renders  the  services.  For  example,  a  partner  who  shares 
in  the  compensation  for  such  personal  services  rendered  by 


21 

the  partnership  may  be  entitled  to  the  benefits  of  section 
107(a),  notwithstanding  that  he  took  no  part  in  the  render- 
ing of  such  services." 

Not  only  is  it  unnecessary  that  the  taxpayer  reporting  the  in- 
come be  the  person  who  renders  the  services,  but  it  is  not  even 
necessary  that  he  be  a  member  of  the  partnership,  provided  he  is 
an  individual  in  whose  gross  income  "any  part"  of  the  compensa- 
tion in  question  must  be  included.  This  is  made  clear  by  the  Senate 
Finance  Committee  Report  in  the  sentence,  quoted  above,  which 
states  that 

"in  community  property  States,  the  spouse  of  a  person  who 
renders  such  personal  services  may  be  entitled  to  the  bene- 
fits of  section  107(a)." 

If  Section  107(a)  applies  to  a  taxpayer  who  must  report  the  in- 
come but  is  not  even  a  member  of  the  partnership  at  any  time, 
a  fortiori  the  section  applies  to  a  taxpayer  who  must  report  the 
income  and  who  is  a  member  of  the  partnership  at  the  time  the 
income  is  received,  even  though  he  has  not  been  a  member 
during  the  entire  period  over  which  the  services  have  been 
rendered.^ 

The  Commissioner  in  his  Brief  (pp.  18-19)  attempts  to  escape 
from  the  consequences  of  the  1942  Amendment  by  stating  that 
its  purpose  was  merely  "clarifying."  But  the  trouble  is  that  Con- 
gress has  clarified  the  statute  so  completely  that  there  is  no  room 
left  for  doubt  as  to  its  meaning.  This  is  the  fatal  weakness  of 
the  Commissioner's  case.  Congress  clarified  the  law  by  making 
it  plain  that  it  is  no  longer  necessary  that  the  individual  who 
includes  in  his  gross  income  compensation  for  personal  services 
be  the  person  who  renders  the  services.  Congress  made  it  equally 


^To  be  consistent  the  Commissioner  would  have  to  add  another  require- 
ment to  the  effect  that  a  wife  could  not  have  the  benefit  of  Section  107(a) 
during  the  first  36  months  after  marriage. 
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explicit  that  all  that  is  necessary  is  that  the  taxpayer  be  any  in- 
dividual who  must  include  in  his  gross  income  any  part  of  com- 
pensation of  the  specified  sort.  The  Committee  Report,  in  its 
reference  to  community  property,  further  makes  plain  that  this 
means  what  it  says. 

What  the  Commissioner  seeks  to  do  is,  as  we  have  said  above, 
to  write  into  the  plain  language  of  Congress  the  new  requirement 
that  a  partner  must  have  been  such  for  36  months  or  more,  if 
he  is  to  be  covered.  This  is  not  "clarification,"  but  complication, 
confusion  and  amendment.  There  is  not  the  slightest  justification, 
other  than  the  Commissioner's  own  fiat,  for  attributing  any  such 
intent  to  Congress. 

The  Commissioner  also  states   (Commissioner's  Brief,  p.  20) 
that  the  conclusion  reached  by  the  Tax  Court  is  "contrary  to  the 
basic  purpose  of  Section  107."  In  this  connection  he  quotes  from 
the  Senate  Finance  Committee  Report  on  the  Revenue  Act  of 
1939,  to  the  effect  that  the  purpose  of  Section  107  was  to  grant 
relief  from  the  "hardship"  falling  upon  persons  "who  work  for 
long  periods  of  time  without  pay."  The  Commissioner  then  says: 
"There  is  no  indication  whatsoever  that  Congress,  in  amend- 
ing the  law  in  1942,  intended  in  any  way  to  depart  from  that 
basic  purpose." 

Perhaps  it  is  well  to  quote  in  full  the  paragraph  of  the  1939 
Committee  Report  from  which  the  Commissioner  quotes  in  part. 
It  reads  (Senate  Report  No.  648,  76th  Congress,  1st  Session;  1939 
—2  Cum.  Bui.  528): 

"It  has  been  considered  a  hardship  to  tax  fully  the  com- 
pensation of  writers,  inventors,  and  others  who  work  for 
long  periods  of  time  without  pay  and  then  receive  their  full 
compensation  upon  the  completion  of  their  undertaking.  Un- 
der existing  law,  such  persons  have  their  income  for  the 
whole  period  aggregated  into  the  final  year.  This  results  in 
two  inequities:  First,  only  the  deductions,  expenses,  and  cred- 
its of  the  final  year  are  chargeable  against  the  compensation 


23 

for  the  full  period;  second,  under  our  graduated  surtax,  the 
taxpayer  is  subjected  to  a  considerably  greater  burden  be- 
cause of  the  aggregation  of  his  compensation." 

It  is  common  knowledge  that  the  basic  reason  for  the  insertion 
of  Section  107  into  the  Code  was  the  hardship  that  results  from 
the  taxation  in  a  single  year  of  income  which  is  the  fruit  of  work 
which  has  been  going  on  for  a  number  of  years.  The  relief  is  the 
spreading  out  of  the  income  over  such  period  of  years  for  tax 
computation  purposes.  But  this  does  not  answer  the  question  of 
what  taxpayers  are  entitled  to  such  relief,  and  the  question  is  not 
answered  in  the  above-quoted  paragraph  of  the  Committee  report. 
The  answer  must  be  found  in  the  statute  itself.  In  the  1939  ver- 
sion of  Section  107(a)  Congress  confined  the  relief  to  the  in- 
dividual who  rendered  the  services,  and  the  Committee  Report 
was  written  in  the  light  of  that  fact. 

However,  in  the  1942  amendment  Congress  eliminated  this 
restriction  of  the  relief  to  the  individual  rendering  the  services. 
Hence  as  far  as  such  restriction  may  be  deemed  to  have  been  a 
part  of  the  basic  purpose  of  Section  107,  there  is  every  indication 
that  Congress  did  intend  to  depart  therefrom  in  its  amendment 
of  1942.  The  Commissioner  is  mistaken  in  suggesting  the  con- 
trary. 

In  the  1942  version  Congress  made  the  applicability  of  Section 
107(a)  depend,  not  on  who  rendered  the  services,  but  on  who 
is  taxable  upon  the  income.  By  the  explicit  terms  of  Section 
107(a),  it  applies  to  "the  tax  attributable  to  any  part"  of  the 
compensation.  "Any  part"  would  apply  to  every  part  and  there- 
fore this  phrase  includes  all  of  the  compensation.  Thus  since  1942 
it  has  been  the  "basic  purpose"  of  Congress  to  afford  the  bene- 
fits of  Section  107(a)  to  all  compensation  for  sufficiently  long- 
term  services  when  "bunched"  by  receipt  of  80%  or  more  in  one 
year,  no  matter  who  must  report  it.  And  there  can  be  no  funda- 
mental injustice  in  such  a  broad  legislative  treatment  of  compensa- 


I 


24 

tion  for  long-term  services.  No  greater  amount  than  100%  of 
the  compensation  for  such  services  received  in  a  single  year  can 
be  thereby  subjected  to  the  tax  computation  benefits  of  Section 
107(a)  and  thus  no  such  benefits  can  be  obtained  by  any  one 
with  respect  to  any  other  income  than  that  derived  from  the  long- 
term  services.  If  the  compensation  is  received  by  a  partnership 
in  a  community  property  state,  the  aggregate  income  of  all  the 
partners  and  their  wives  which  is  thus  entitled  to  be  computed 
according  to  Section  107(a)  cannot  exceed  the  amount  as  to 
which  an  individual  proprietor  and  his  wife  would  obtain  com- 
parable benefits  had  he  alone  performed  all  the  services  and  re- 
ceived all  the  compensation. 

It  should  be  recalled  in  this  connection  that  the  question  of 
who  can  or  must  report  income  consisting  of  compensation  for 
personal  services  is  rigidly  controlled  by  law.  The  taxpayer  has 
no  option.  Compare  Lucas  v.  Earl  (1930),  281  U.S.  Ill,  and 
similar  cases.  This  limitation  in  itself  is  enough  to  dispose  of  the 
Commissioner's  vague  contention  that  to  sustain  Taxpayer's  posi- 
tion "would  lead  to  absurd  and  unreasonable  consequences." 
(Commissioner's  Brief,  pp.  25-26.) 

Far  from  being  absurd  or  unreasonable  the  policy  adopted  by 
Congress  in  1942  is  simple,  natural  and  understandable.  Con- 
gress was  concerned  about  compensation  for  long-term  services, 
and  it  had  a  choice  as  between  two  types  of  legislation  to  afford 
relief  from  the  heavy  surtaxes  which  apply  when  such  compensa- 
tion for  long-term  services  is  "bunched"  in  a  single  year.  It  might 
have  adopted  a  long  and  detailed  statute  differentiating  between 
individuals,  between  partners  of  different  types,  between  wives 
of  partners,  and  employees  of  partnerships  and  others. 

The  fact  is,  however,  that  Congress  chose  the  other  legislative 
course.  It  adopted  a  broad  and  general  provision  classifying  as 
entitled  to  the  benefits  of  Section  107  all  of  the  parties  sharing 
in  the  qualified  compensation  without  any  limitation  or  exception. 
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This  had  every  advantage  of  both  legislative  and  administrative 
simplicity.    The  decision  of  Congress  to  adopt  this  course  can  be 
altered  only  by  Congress  itself. 

C.     THE  DECISION  OF  THIS  COURT  IN  LINDSTROM  v.  COMMISSIONER.  149 
F.2d  344,  GIVES  NO  SUPPORT  TO  THE  COMMISSIONER'S  POSITION. 

The  principal  authority  relied  upon  by  the  Commissioner  in 
his  argument  is  the  decision  of  this  Court  in  Lindstrom  v.  Coin- 
m'lsswner  (1945),  l49  F.2d  344.  This  case,  however,  affords  no 
support  to  his  position  for  the  simple  reason  that  it  arose  under 
the  1939  version  of  Section  107  and  before  the  1942  amendment. 

The  case  involved  the  1940  taxes  of  petitioner  Lindstrom  and 
his  wife,  California  residents,  with  respect  to  Lindstrom's  share 
of  a  fee  received  in  1940  by  a  law  partnership  in  which  he  and 
one  Eckman  were  equal  partners.  Prior  to  the  formation  of  the 
partnership  Eckman  had  performed  legal  services  for  certain 
clients  over  a  period  of  years.  The  fee  for  this  work  was  not  col- 
lected until  after  the  formation  of  the  partnership  and  accord- 
ingly the  fee  was  divided  equally  between  the  two  partners.  At 
that  time  the  partnership  had  been  in  existence  for  less  than  five 
years,  which  was  the  period  specified  in  Section  107  as  enacted 
in  1939. 

This  Court  held  that  under  these  circumstances  Lindstrom  was 
not  entitled  to  the  benefits  of  Section  107  in  computing  his  income 
tax  on  his  half  of  the  fees  in  question.  The  decision  was  un- 
doubtedly correct,  because  as  the  law  then  stood  the  benefits  of 
Section  107  were  not  available  unless  the  taxpayer  reporting  the 
income  also  rendered  the  services  for  which  the  compensation 
was  paid.  The  Court  was  careful  to  point  out  that  the  1939  ver- 
sion of  Section  107  was  controlling  and  that  the  1942  amendment 
did  not  apply.  No  consideration  whatever  was  given  to  the  ques- 
tion of  what  the  proper  result  would  be  after  1942. 

The  Court  did  state  that  the  statute  had  to  be  enforced  as 
Congress  had  written  it  (p.  346)  : 
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"The  will  of  Congress  has  been  plainly  expressed  in  lan- 
guage that  does  not  permit  or  require  a  strained  or  unnatural 
interpretation.  The  words  of  the  statute  may  not  be  extended 
or  distorted  beyond  their  plain,  popular  meaning.  See  Hel- 
vering  v.  Hammel,  311  U.S.  504,  61  S.Ct.  368,  85  L.Ed. 
303,  131  A.L.R.  1481;  Woolford  Realty  Co.  v.  Rose,  286 
U.S.  319,  52  S.Ct.  568,  76  L.Ed.  1128." 

This  statement  is  just  as  true  of  the  1942  version  as  it  was  of 
the  1939  version.  And  under  the  Revenue  Act  of  1942  it  is 
equally  clear  that  Congress  intended  the  opposite  result  in  cases 
like  this.  Hence  the  decision  in  Ltndstrom  v.  Commissioner  has 
no  application  to  years  after  1942.  All  this  was  clearly  recognized 
by  the  Tax  Court  in  Marshall,  supra,  which  decision  was  followed 
by  that  court  in  the  present  case.  In  the  course  of  its  opinion  in 
the  Marshall  case,  the  Tax  Court  said  (l4  T.C.  at  92-94) : 

"The  parties  are  in  apparent  agreement  that  prior  to  the 
1942  amendment  respondent's  position  was  the  only  tenable 
one.  It  was  in  fact  so  held.  Ralph  G.  Ltndstrom,  3  T.C.  686. 
But  there  the  court  took  pains  to  point  out  on  affirmance, 
Ltndstrom  v.  Commissioner  (C.C.A.,  9th  Cir.),  149  Fed. 
(2d)  344,  346,  that: 

'.  .  .  The  subsequent  amendment  of  this  section  by  Sec- 
tion 139  of  the  Revenue  Act  of  1942  does  not  apply  as  it 
relates  only  to  taxable  years  beginning  ajter  December  31, 
1940.' 

"A  comparison  of  the  language  of  the  section  before  and 
after  the  amendment  demonstrates,  however,  that  emphasis 
was  reversed  by  the  new  provision  and  was  removed  from 
the  person  who  renders  the  services  to  the  person  who  is 
required  to  report  the  income.  That  this  was  intentional 
appears  from  the  legislative  history:  .  .  . 

"The  fact,  therefore,  that  petitioner  could  not  have  par- 
ticipated in  the  rendition  of  all  of  the  services  involved 
because  he  was  not  connected  with  the  firm  during  the 
entire  period   of  service  would  not  of  itself  deprive  him 
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of  resort  to  it.  .  .  .  Once  it  is  recognized  that  the  requirement 
of  actual  participation  in  the  services  has  been  eliminated, 
we  cannot  perceive  in  these  facts  the  inherent  absurdity  or 
lack  of  congressional  intent  to  which  respondent's  fears 
are  directed." 

On  page  16  of  his  brief  the  Commissioner  also  cites  a  memo- 
randum by  his  own  Chief  Counsel, 

G.C.M.  23795,  1948—2  Cum.  Bui.  6l. 

It  seems  unnecessary  to  burden  the  Court  with  a  discussion  of 
that  memorandum.  It  is  apparently  cited  solely  in  support  of  the 
argument  that  the  Lindstrom  case  applies  as  much  after  the  1942 
amendment  as  before  and  this  argument  has  already  been  suf- 
ficiently covered  above.  Other  points  discussed  in  the  G.C.M.  are 
so  patently  fallacious  that  the  Commissioner's  counsel  on  this 
appeal  have  not  seen  fit  to  repeat  them  in  their  brief.  Further- 
more, the  opinion  of  government  counsel  is  entitled  to  no  greater 
weight  when  expressed  in  an  office  memorandum  than  when  ex- 
pressed in  the  government  brief  in  this  case.  Incidentally  that 
memorandum  was  issued  at  a  time  when  the  present  cases  were 
being  considered  by  the  Bureau  of  Internal  Revenue  and  thus 
cannot  be  evidence  of  any  administrative  practice  in  effect  during 
the  taxable  years  1944-5  here  involved. 

Estate  of  Sanford  v.  Commissioner  (1939),  308  U.S.  39. 

D.  TAXPAYER  AND  HIS  WIFE  MAY  NOT  BE  DEPRIVED  OF  THE  BENEFITS  OF 
SECTION  107(a)  ON  THE  THEORY  THAT  A  NEW  PARTNERSHIP  WAS 
FORMED  WHEN  TAXPAYER  BECAME  A  MEMBER. 

On  pages  26-28  of  his  brief  the  Commissioner  advances  the 
theory  that  a  new  partnership  was  formed  when  Taxpayer  became 
a  member  and  that  for  that  reason  Taxpayer  and  his  wife  should 
be  denied  the  benefits  of  Section  107(a).  The  same  view  was  ex- 
pressed by  three  dissenting  judges  of  the  Tax  Court  in  the  Mar- 
shall case. 
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The  short  answer  to  this  point  of  view  is  that  under  Section 
107(a)  it  is  immaterial  whether  a  new  partnership  was  formed 
or  not,  when  Taxpayer  became  a  member.  This  is  demonstrated 
by  the  analysis  of  the  statute  set  forth  earlier  in  this  brief  in 
part  A.  Congress  has  laid  down  in  unmistakable  terms  the  condi- 
tions upon  which  the  application  of  Section  107(a)  depends. 
There  must  be  compensation  for  personal  services  covering  a 
period  of  36  calendar  months  or  more,  as  there  was  here.  Eighty 
per  cent  of  such  compensation  must  be  received  in  one  taxable 
year,  as  it  was  here.  Next,  the  compensation  must  be  received  by  an 
individual  or  a  partnership.  This  condition  is  undeniably  met  here. 
The  compensation  was  received  by  a  partnership  and  this  is  just 
as  true  whether  there  was  or  was  not  a  new  partnership  formed 
during  the  period  over  which  the  services  were  rendered. 

The  foregoing  three  conditions  being  met,  Section  107(a)  by 
its  terms  applies  to  "the  tax  attributable  to  any  part  [of  such 
compensation]  which  is  included  in  the  gross  income  of  any  in- 
dividual." "Any  part"  includes  the  compensation  in  question. 
"Any  individual"  includes  Taxpayer  and  his  wife.  This  is  equally 
true  regardless  of  whether  technically  a  new  partnership  was  or 
was  not  formed  when  Taxpayer  became  a  member.  There  is  no 
escape  unless  somebody  legislates  a  change  in  the  statutory  lan- 
guage. 

The  Commissioner's  position  on  this  point  illustrates  once 
again  how  he  is  seeking  to  legislate,  or  to  persuade  this  Court 
to  do  so,  instead  of  leaving  that  function  to  Congress  where  the 
Constitution  puts  it.  Congress  might  have  inserted  in  Section 
107(a)  an  additional  condition  that  the  same  partnership  must 
have  continued  in  existence  for  a  full  36  months,  or  for  the  full 
period  over  which  the  services  were  rendered.  But  Congress  did 
not  choose  to  do  so  and  it  is  easy  to  understand  why  not. 

Large  law  partnerships  may  be  taken  as  an  illustration.  In  such 
an   organization  changes  in  membership  occur  frequently,  per- 
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haps  as  often  as  every  year  or  so.  Whether  the  routine  admission 
of  a  new  partner  results  in  the  formation  of  a  new  partnership 
or  a  mere  continuation  of  the  old  one  depends  on  the  partner- 
ship agreement  and  on  state  law.  The  terms  of  the  agreement 
vary  from  instance  to  instance.  State  law  varies  from  state  to  state. 
On  identical  facts  there  may  be  a  new  partnership  in  one  state 
and  a  continuation  of  the  old  firm  in  another  state.  Yet  from  a 
practical  point  of  view  it  does  not  matter  at  all.  The  difference 
is  a  mere  legal  technicality. 

In  general,  in  the  drafting  of  the  Internal  Revenue  Code  it 
has  been  the  point  of  view  of  Congress  that  tax  consequences 
should  depend  on  practical  considerations,  rather  than  on  the 
technical  variations  of  state  law.  It  would  be  most  unusual  if 
Congress  should  have  made  the  application  of  Section  107(a) 
depend  upon  whether  or  not  in  the  particular  instance  and  in 
the  particular  state,  the  admission  of  a  new  partner  resulted 
technically  in  the  creation  of  a  new  partnership. 

In  any  event  Congress  chose  not  to  insert  such  a  requirement 
into  the  statute  and  there  is  not  the  slightest  justification  for 
reading  any  such  supposed  legislative  intent  into  the  law  under 
the  guise  of  statutory  construction.  Congress  has  laid  down  the 
law  in  clear  terms.  If  the  Commissioner  believes  in  a  different 
policy,  he  should  complain  to  that  body. 

Furthermore,  even  if  Section  107(a)  did  require  the  continuous 
existence  of  the  partnership  throughout  the  period  of  services, 
such  is  the  case  here.  The  Uniform  Partnership  Act  was  adopted 
in  California  in  1929-  That  act  contemplates  the  continuity  of  a 
partnership  despite  the  admission  of  new  members  to  it.  For 
example,  Section  17  (now  to  be  found  in  the  California  Corpo- 
rations Code,  Section  15017)  provides  that  when  a  person  is 
"admitted  as  a  partner  into  an  existing  partnership,"  he  is  liable, 
to  the  extent  of  partnership  assets,  for  prior  "obligations  of  the 
partnership,"  thus  clearly  implying  the  continued  existence  of  the 
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same  partnership.  The  admission  of  a  new  partner  is  through 
partial  assignments  by  other  partners  of  their  interests;  Section 
27  of  the  Uniform  Partnership  Act  (California  Corporations 
Code,  Sec.  15027)  expressly  provides  that  even  a  total  assignment 
does  not  of  itself  dissolve  the  partnership,  and  the  admission  of 
a  new  partner  is  not  a  cause  of  dissolution  under  Sections  29  and 
31.  When  a  new  partner  is  admitted,  he  is  literally  admitted  into 
the  existing  partnership,  which  continues  in  being. 

See:  White  v.  Long  (1927),  289  Pa.  525,  137  Atl.  673. 

The  continued  existence  of  the  partnership  after  a  new  member 
is  taken  in  has  been  recognized  for  purposes  of  federal  income 
taxes.  In 

Commissioner  v.  Lehman  (CA  2,  1948),  165  F.2d  383, 

it  was  held  that  for  purposes  of  the  forerunner  of  Section  117  of 
the  Internal  Revenue  Code  the  holding  period  of  a  partner's  inter- 
est in  a  partnership  dated  back  to  his  entry  into  the  firm  even 
though  another  partner  had  been  admitted  between  that  date  and 
the  time  of  disposition  of  the  interest.  This  is  completely  inconsist- 
ent with  any  view  that,  under  the  Uniform  Partnership  Act,  a  new 
partnership  is  created  whenever  a  new  partner  is  admitted  to  the 
firm,  and  demonstrates  that  the  computation  of  statutory  time 
periods  under  the  income  tax  laws  is  not  interrupted  by  such  an 
event. 

Indeed,  even  a  technical  dissolution  of  a  partnership,  as  by  the 
death  of  a  partner,  does  not  prevent  the  recognition  for  tax  pur- 
poses of  the  continued  existence  of  the  partnership  if  its  business 
is  carried  on.  The  tax  year  of  the  partnership  is  not  cut  short  by 
such  a  dissolution. 

Girard  Trust  Co.  v.  United  States  (C.A.  3,  1950),  182 

F.2d  921; 
Commissioner  v.  Mnookin's  Estate   (C.A.  8,   1950),  184 

F.2d  89; 
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Estate   of  Isidore    Waldman    (1950),    15   T.C.   No.    80; 
CCH.  Dec.  17,918. 

And  no  adjustment  to  the  basis  of  the  partnership  assets  is  re- 
quired whether  or  not  a  dissolution  takes  place. 

^..  Cameron  v.  Commissioner  (C.A.  3,  1932),  56  F.2d  1021; 

^  Ford  (1946),  6  T.C.  499;  Acq:  1946—2  Cum.  Bui.  2. 

Likewise  there  is  only  one  period  for  the  computation  of  exces- 
sive profits  under  the  Renegotiation  Act  despite  a  dissolution 
during  the  year. 

Callahan    v.     War    Contracts    Price    Adjustment    Board 
(1949),  13  T.C  355. 

All  of  these  cases  recognize  that  the  Uniform  Partnership  Act 
gives  effect  in  legal  theory  to  the  continuity  of  business  adopted 
in  practice.  Where,  as  here,  the  partnership  continued  its  law 
practice  uninterruptedly  and  the  admission  of  the  Taxpayer  to 
membership  was  not  even  a  technical  dissolution  of  the  firm,  there 
is  no  justification  for  treating  the  case  as  involving  two  different 
firms.  This  is  recognized  in  practice  by  the  Commissioner  inas- 
much as  no  suggestion  has  ever  been  advanced  to  our  knowledge 
that  Section  107(a)  does  not  apply  to  the  old  partners  if  a  new 
partner  is  admitted  during  the  period  of  services.  Yet  such  would 
be  the  result  of  the  argument  which  the  Commissioner  tentatively 
advances  for  the  first  time  on  appeal. 

II 

Taxpayer  and  His  Wife  Are  Entitled  to  Compute  Their  Taxes  Under 
Section  107(a)  Because  of  His  Right  for  More  Than  Thirty-Six 
Months  Prior  to  Receipt  of  Each  Fee  to  Share  in  the  Partner- 
ship Profits. 

As  set  forth  above,  it  is  our  primary  position  that  Taxpayer 
and  his  wife  are  entitled  to  the  benefits  of  Section  107(a)  regard- 
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less  of  whether  or  not  Taxpayer  had  any  connection  with  the 
partnership  prior  to  August  1,  1943,  the  date  on  which  he  became 
a  member  of  the  firm.^  However,  if  this  Court  should  hold — con- 
trary to  what  we  believe  to  be  the  correct  interpretation  of  the 
statute — that  Congress  intended  to  benefit  only  those  individuals 
who  had  been  themselves  entitled  to  share  in  the  fees  for  a  period 
of  36  months  or  more,  we  further  submit  that  Taxpayer  and  his 
wife  are  nevertheless  within  the  ambit  of  Section  107(a).  This 
is  for  the  reason  that  Taxpayer  for  well  over  36  months  prior  to 
the  date  of  receipt  of  any  of  the  fees  here  involved  was  entitled 
to  share  in  the  partnership  profits,  either  as  a  partner  or,  prior  to 
the  date  of  his  admission  to  the  firm,  as  a  profit-sharing  employee. 

As  we  have  already  stated  at  length,  we  see  no  justification 
for  writing  into  the  clear  terms  of  Section  107(a)  any  new  and 
additional  restrictions  which  Congress  itself  did  not  choose  to 
put  there.  But  if  there  should  be  any  substance  at  all  in  the 
Commissioner's  position,  we  are  completely  unable  to  see  how 
anything  more  could  be  written  into  the  statute  than  the  require- 
ment that  the  taxpayer  must  have  been  entitled  to  share  in  the 
compensation  in  question  for  a  period  of  36  months  or  more. 

The  Commissioner's  position  is  that  the  Taxpayer  here  must 
be  entitled  to  share  in  the  capacity  of  partner.  But  assuming  the 
right  to  share,  we  are  unable  to  see  how,  from  the  legislative 
point  of  view,  it  can  conceivably  matter  whether  this  Taxpayer's 
right  to  a  portion  of  the  compensation  is  based  upon  his  technical 
status  as  a  partner  or  upon  his  contract  with  the  firm  as  a  profit- 
sharing  employee.  In  either  event  the  basic  purpose  of  Section 
107  would  be  equally  applicable.  If  the  actual  legal  fees  involved 
in  this  case  and  which  were   "bunched"  into  the  taxable  years 


lAs  we  understand  it,  that  is  the  sole  question  involved  in  the  Marshall 
case,  cited  and  discussed  at  pages  13,  17,  26  above,  because  the  partner  there 
involved  became  a  partner  within  the  period  of  36  months  and  had  not 
previously  been  on  a  profit-sharing  basis  as  far  as  appears  from  the  Tax 
Court's  findings. 
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1944  and  1945  had,  instead,  been  paid  ratably  over  the  periods 
during  which  the  respective  services  were  performed,  this  Tax- 
payer would  have  received  his  profit-sharing  percentage  thereof 
during  the  period  of  more  than  36  months  from  January  1,  1940 
to  the  time  of  receipt  of  the  fees  in  1944  and  1945.  This  would 
have  been  so  by  virtue  of  his  profit-sharing  agreements  in  effect 
from  January  1,  1940  to  August  1,  1943,  and  by  virtue  of  his 
partnership  percentage  thereafter.  The  purpose  of  the  statute 
is  at  least  to  give  a  taxpayer  in  such  a  situation  the  same  tax  bene- 
fits that  he  would  have  had  if  the  income  had  been  received 
ratably  over  the  period  of  the  services  instead  of  being  "bunched" 
into  a  single  year,  and  the  continued  recognition  of  this  purpose 
by  Congress  would  prevent  any  amendment  of  the  statute  to 
eliminate  this  Taxpayer's  case  merely  on  the  ground  that  he  was 
not  technically  a  partner. 

The  Commissioner  seems  to  feel  that  since  the  Taxpayer  had 
been  fully  paid  his  specified  percentage  of  net  profits  under  his 
employment  agreements  with  the  partnership  prior  to  the  period 
when  he  became  a  partner,  this  furnishes  a  further  ground  for 
differentiation  between  his  case  and  the  case  of  one  who  had  been 
a  partner  during  the  whole  period  from  and  after  January  1, 
1940  (see  Commissioner's  Brief,  pp.  22-23).  It  is  true  that  if 
Taxpayer  had  retired  from  his  job  at  the  end  of  his  period  of 
employment  on  the  profit-sharing  basis,  i.e.,  August  1,  1943, 
instead  of  becoming  a  partner  on  that  date,  he  would  not  have 
been  entitled  to  share  in  any  fees  subsequently  received,  and  thus 
would  not  have  had  any  right  to  any  portion  of  the  compensation 
received  in  1944  and  1945,  which  is  here  involved.  However,  in 
this  respect  his  situation  would  be  no  different  whatsoever  from 
that  of  a  partner  who  had  been  a  member  of  the  firm  during  the 
period  from  January  1,  1940  to  August  1,  1943,  but  who  retired 
on  the  latter  date.  Under  the  stipulated  practice  of  the  partner- 
ship here  involved,  such  partner  likewise  would  have  been  fully 
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compensated  by  his  percentage  of  fees  received  during  the  period 
prior  to  August  1,  1943,  and  would  not  have  been  entitled  to  any 
share  of  fees  received  in  1944  or  1945  (Stip.  12-13,  R.  26-27). 
Thus  there  is  not  any  distinction  of  substance  in  this  respect  be- 
tween a  partner  and  a  profit-sharing  employee. 

And  in  any  event  the  fact  remains  that  either  a  partner  or  a 
profit-sharing  employee  who  had  been  such  during  the  period 
from  January  1,  1940  to  August  1,  1943  and  had  thereafter  been 
a  partner  until  the  end  of  1945,  would  have  received  his  taxable 
income  under  lower  surtax  rates  during  the  years  1940-43,  in- 
clusive, if  the  fees  here  in  question  had  been  paid  ratably  over 
the  period  of  performance  of  the  services.  Thus  either  is  entitled 
to  the  benefits  of  Section  107(a)  under  any  fair  interpretation 
of  its  purpose. 

CONCLUSION 

The  distinction  mentioned  above,  which  the  Commissioner 
would  make  between  the  right  existing  for  36  months  or  more 
to  share  in  compensation,  on  the  one  hand  as  a  partner  and  on 
the  other  hand  as  a  profit-sharing  employee,  brings  out  once  again 
the  legislative  character  of  the  Commissioner's  views. 

Assuming  compensation  of  the  specified  sort.  Congress  has 
provided  in  clear  and  simple  terms  that  Section  107(a)  applies 
''to  any  part  thereof  which  is  included  in  the  gross  income  of  any 
individual."  The  Commissioner  would  strike  these  words  from 
the  statute.  He  would  substitute  complicated  provisions  under 
which  some  individuals  who  are  included  within  the  actual  lan- 
guage of  Congress  would  remain  within  the  scope  of  Section 
107(a),  while  others  would  be  excluded.  He  admits  that  not 
every  taxpayer  who  benefits  must  have  rendered  the  services  for 
which  the  compensation  is  paid.  But  some  taxpayers  who  did 
not  render  services  are  to  be  excluded.  No  guiding  line  of  dis- 
tinction having  been  provided  by  Congress,  the  Commissioner 
would  himself  supply  it — or  have  this  Court  do  so.    The  line  of 
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distinction  which  he  selects  is  between  partners  who  have  been 
such  for  36  months  or  more  and  other  taxpayers  who  equally 
are  within  the  class  actually  described  in  Section  107(a).  Also, 
he  would  draw  a  distinction  between  those  entitled  to  share  in 
compensation  as  partners  or  as  profit-sharing  employees. 

The  mere  statement  of  distinctions  like  this,  of  which  no  sug- 
gestion can  be  found  in  the  actual  language  of  Congress,  is  suf- 
ficient to  reveal  that  this  is  new  legislation — not  interpretation. 

Whether  or  not  taxpayers  in  this  situation  have  to  pay  some- 
what more  or  less  income  tax  is  not  a  matter  of  great  public  im- 
portance. But  it  is  of  critical  public  importance  that  our  constitu- 
tional system  of  government  be  preserved.  It  is  of  critical  public 
importance  that  the  legislative  powers  of  Congress  be  protected 
from  encroachment  by  the  other  branches  of  government.  To 
afford  such  protection  is  a  basic  function  of  this  Court.  That  is 
the  ultimate  issue  in  this  case. 

Respectfully  submitted, 

Henry  D.  Costigan 
Stanley  Morrison 
Gordon  M.  Weber 

1500  Balfour  Building 
San  Francisco  4,  California 

Attorneys  for  Respondents. 
McCuTCHEN,  Thomas,  Matthew, 
Griffiths  &  Greene 

1500  Balfour  Building 
San  Francisco  4,  California 

Of  Counsel 
Dated:  December  7,  1950 
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The  Southern  District  of  California 
Central  Division 

No.  7888-B 

CALIFORNIA  ELECTRIC  POWER  COMPANY, 
a  Corporation, 

Plaintiff, 

V'S. 

UNITED  STATES  OF  AMERICA, 

Defendant. 

COMPLAINT  TO  RECOVER  DOCUMENTARY 
STAMP  TAXES  ILLEGALLY  ASSESSED 
AND  COLLECTED 

Comes  now  the  Plaintiff,  and  for  cause  of  action 
against  the  Defendant  alleges: 


That  Plaintiff  is  a  corporation  duly  organized 
and  existing  under  and  by  virtue  of  the  laws  of  the 
State  of  Delaware,  duly  licensed  to  engage  in  busi- 
ness in  the  State  of  California;  that  Plaintiff's 
principal  office  is  located  at  3771  Eighth  Street, 
City  of  Riverside,  County  of  Riverside,  State  of 
California,  and  in  the  Southern  District  of  Califor- 
nia, Central  Division. 

II. 

That  the  documentary  stamp  taxes  in  the  amount 
of  $4,549.51,  sought  to  be  recovered  herein,  were 
paid  on  or  about  January  28,  1942,  by  the  Plaintiff 
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to  Ealph  Nicholas,  the  duly  appointed,  qualified 
and  acting  Collector  of  Internal  Revenue  for  the 
collection  district  comprising  the  State  of  Colorado. 

r  III. 

That  jurisdiction  of  this  Court  exists  under  Title 
28,  U.  S.  Code,  Section  41  (5)  and  (20),  and  Section 
762,  and  under  Section  3772(a)(2)  of  the  Internal 
Eevenue  Code. 

That  by  the  amendment  to  its  Certificate  of  In- 
corporation effective  June  30,  1941,  the  name  of  the 
Plaintiff  Corporation  was  changed  from  The  Ne- 
vada-California Electric  Corporation  to  California 
Electric  Power  Company. 

V. 

That  prior  to  June  30,  1941,  the  capital  structure 
of  the  Plaintiff  was  as  follows: 

Outstanding  Shares  Immediately  Prior 
To  June  30,  1941  Recapitalization 

Old  Preferred— 105,023  sh.  @  $100  =  $10,502,300.00 
Common  —  84,683  sh.  @  $  10  =         846,830.00 


Total  Capital  Before  Recapitalization  $11,349,130.00 


VI. 

That  by  an  amendment  of  the  Certificate  of  In- 
corporation of  the  California  Electric  Power  Com- 
pany effective  June  30,  1941,  it  was  provided  that 
each  of  the  outstanding  shares  of  old  Preferred 
Stock  should  be  automatically  converted  into  four- 
fifths  of  a  share  of  $3.00  Cumulative  Preferred 
Stock  of  the  par  value  of  $50.00  each,  and  6  shares 
of  Common  Stock.  This  was  the  sole  and  only  change 
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made  in  the  capital  structure  by  said  amendment  to 
the  Certificate  of  Incorporation.  There  was  no 
change  in  Plaintiff's  total  capital  stock  account 
since  the  reduction  in  the  Preferred  Capital  Stock 
account  in  the  amount  of  $60.00  per  share  was  offset 
by  a  corresponding  increase  in  the  Common  Capital 
Stock  account.  This  conversion  of  stock  created 
the  following  capital  structure: 

$3.00  Cumulative  Preferred  Stock,  84,018.4  sh.  $  4,200,920.00 
Common  Stock,  714,821  sh.  7,148,210.00 


Total $11,349,130.00 

VII. 

That  on  June  30,  1941,  unpaid  Cumulative  Pre- 
ferred dividends  on  the  old  Preferred  Stock  of 
Plaintiff  Corporation  amounted  to  $11.00  per  share. 

VIII. 

That  in  order  to  eliminate  and  settle  the  aforesaid 
arrearages  in  dividends,  the  stockholders  and  the 
Board  of  Directors  of  Plaintiff  Corporation  author- 
ized the  making  of  an  offer  to  the  preferred  Stock- 
holders that  Plaintiff  Corporation  would  issue  one- 
fifth  of  a  share  of  $3.00  Cumulative  Preferred  Stock 
and  $1.00  in  cash  in  settlement  of  all  arrearages  in 
dividends  on  each  share  of  the  old  Preferred  Stock, 
such  offer  to  remain  open  until  June  25,  1941. 

IX. 

That  pursuant  to  said  offer  Plaintiff  Corporation 
issued  new  $3.00  Cumulative  Preferred  Stock  at 
the  rate  of  one  share  for  each  5  shares  of  the  old 
Preferred  Stock  to  stockholders  accepting  the  afore- 
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•said  offer,  such  new  shares  being  issued  if,  as,  and 
when  the  dividend  arrearages  were  waived,  and  in 
exchange  therefor.  Upon  completion  of  this  ex- 
change, new  capital  sufficient  to  pay  the  dividend 
arrearages  was  transferred  from  surplus  to  the  Pre- 
ferred Stock  account,  so  that  the  interest  of  the  pre- 
ferred stockholders  accepting  the  offer  was  trans- 
muted from  a  claim  for  dividends  into  additional 
shares  of  stock  representing  capitalized  surplus. 

X. 

That  after  the  exchange  of  old  Preferred  Stock 
for  the  new  $3.00  Cumulative  Preferred  Stock  and 
the  issuance  of  new  shares  of  new  $3.00  Cumulative 
Preferred  Stock  in  settlement  of  dividend  arrear- 
ages, the  capital  structure  of  Plaintiff  Corporation 
was  as  follows: 

1.  Stock  outstanding  in  hands  of  those  accepting  offer  as  to 
accumulated  unpaid  dividends  on  old  Preferred  : 

New  Preferred— 104,722  sh.  @  $50.00  =:       $5,236,100.00 
Common  —628,332  sh.  @  $10.00  =         6,283,320.00 

2.  Stock  outstanding  in  hands  of  those  not  accepting  offer  and 
holding  301  shares  of  the  old  Preferred : 

New  Preferred— 240.8  sh.  @  $50.00  =  $12,040.00 

Common           — 1806  sh.  @  $10.00  =  18,060.00 
Also  New  Preferred— .2  sh.  @  $50.00 

(Fractional  sh.)  =  10.00 

3.  Common  Stock  Previously  Outstanding — 84,683  shares. 
Totals : 

New  Preferred  Stock— 104,963  sh.  @  $50.00  $  5,248,150.00 
Common  Stock  —714,821  sh.  @  $10.00      7,148,210.00 


Total  Capital  After  Exchanges  of  Stock      $12,396,360.00 
Total  Capital  Before  Exchanges  of  Stock      11,349,130.00 


New  Capital  Added  $1,047,230.00 
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XI. 

That  the  number  of  shares  of  new  Preferred 
Stock  at  $50.00  per  share  issued  up  to  January  24, 
1942,  was  103,398,  of  which  four-fifths,  or  $40.00 
per  share,  was  tax  free,  inasmuch  as  it  represented 
a  mere  exchange  for  old  Preferred  Stock.  There 
was  involved,  therefore,  $40.00  x  103,398  shares  of 
old  capital,  or  $4,135,920.00,  on  which  tax  at  $.11 
per  $100.00,  or  a  total  of  $4,549.51,  was  overpaid  on, 
to-wit,  January  28,  1942. 

XII.  i 

That  the  Commissioner  of  Internal  Revenue,  by  a 
letter  dated  December  16,  1941,  addressed  to  the 
Collector  of  Internal  Revenue  at  Denver,  Colorado, 
a  copy  of  which  is  attached  hereto  and  made  a  part 
hereof,  marked  ^^ Exhibit  A,"  held  that  the  entire 
issue  of  new  $3.00  Cumulative  Preferred  shares  was 
subject  to  the  original  issue  tax  imposed  by  Section 
1802(a)  of  the  Internal  Revenue  Code,  but  that  no 
tax  attaches  to  the  issuance  of  the  additional  Com- 
mon shares  as  provided  in  the  amendment  of  the 
Certificate  of  Incorporation. 

XIII. 

That  on  or  about  January  24,  1946,  and  within 
four  years  of  the  date  of  payment  of  the  aforesaid 
stamp  tax  in  the  amount  of  $4,549.51,  Plaintiff  filed 
with  the  Collector  of  Internal  Revenue  at  Denver, 
Colorado,  a  Claim  for  Refund  of  said  stamp  tax 
illegally  and  erroneously  collected  by  said  Ralph 
Nicholas  as  aforesaid,  including  interest  thereon, 
as  provided  by  law,  a  copy  of  which  Claim  is  at- 
tached hereto  and  made  a  part  hereof,  marked  ''Ex- 1 
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liibit  B."  Said  Claim  set  forth,  under  oath,  the 
grounds  for  refund  and  facts  sufficient  to  api)rise 
the  said  Collector,  the  Commissioner  of  Internal 
Revenue,  and  the  Defendant,  of  the  exact  basis  of 
the  Claim. 

XIV. 

That  the  Commissioner  of  Internal  Revenue,  by 
letter  dated  June  16,  1947,  erroneously  and  illegally 
rejected  said  Claim  for  Refund  filed  on  or  about 
January  24,  1946,  as  aforesaid,  a  copy  of  said  letter 
of  rejection  being  attached  hereto  and  made  a  part 
hereof,  marked  ^^  Exhibit   C." 

XV. 

That  the  said  ruling  of  the  Commissioner  of  In- 
ternal Revenue  and  the  rejection  of  said  Claim  for 
Refund  by  said  Commissioner  were  erroneous  and 
invalid  as  to  the  four-fifths  shares  of  $3.00  Cumula- 
tive Preferred  Stock  issued  in  exchange  for  old 
Preferred  Stock,  and  that  the  taxes  paid  on  the 
issuance  of  any  stock  other  than  the  one-fifth  share 
of  $3.00  Cumulative  Preferred  Stock  was  illegally 
paid  and  collected  and  should  be  refunded,  together 
with  statutory  interest  thereon. 

Wherefore,  Plaintiff  prays  judgment  upon  the 
facts  and  law  in  the  amount  of  $4,549.51,  together 
with  interest  thereon,  as  provided  by  law. 

/s/  THOMAS  R.  DEMPSEY, 
/s/  WELLMAN   P.   THAYER, 
/s/  ARTHUR  H.  DEIBERT, 
/s/  WILLIAM  L.  KUMLER, 

Attorneys  for  Plaintiff, 
/s/  HENRY  W.  COIL, 

Associate   Counsel. 
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State  of  California, 
County  of  Riverside — ^ss. 

Howard  Boylan,  being  first  duly  sworn  on  author- 
ity, deposes  and  says:  That  he  is  the  official  to-wit: 
Vice-President  of  California  Electric  Power  Com- 
pany, a  corporation,  Plaintiff  above  named,  and  as 
such  verifies  this  Complaint  on  behalf  of  such  cor- 
poration; that  he  has  read  the  above  and  foregoing 
Complaint  and  knows  the  contents  thereof ;  that  the 
same  is  true  of  his  own  knowledge,  except  as  to  the 
matters  which  are  therein  stated  on  information  or 
belief,  and  as  to  those  matters  that  he  believes  it 
to  be  true. 

/s/  HOWARD  BOYLAN. 

Subscribed  and  sworn  to  before  me  this  31st  day 
of  December,  1947. 

[Seal]         /s/  L.  G.  PECK, 

Notary  Public  in  and  for  the  County  of  Riverside, 
State  of  California. 

My  Commission  Expires  July  3,  1950. 

Exhibit  A  *! 

Dec.  16,  1941 

MT:M:REG 

Collector  of  Internal  Revenue, 
Denver,  Colorado. 

Attention:  MT:CWR:FLC: 

Reference  is  made  to  your  letter  of  November  24, 
1941,  inclosing  copies  of  documents  relating  to  the 
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recapitalization  of  the  Nevada-California  Electric 
Corporation. 

The  corporation  by  amendment  to  its  certificate  of 
incorporation  changed  its  name  to  California  Elec- 
tric Power  Company. 

Prior  to  the  amendment  of  the  company's  certifi- 
cate of  incorporation  there  was  authorized  to  be 
issued  250,000  shares  of  $100.00  par  value  preferred 
stock  and  250,000  shares  of  $10.00  par  value  common 
stock.  Pursuant  to  the  terms  of  the  amended  certifi- 
cate of  incorporation  the  company  was  authorized 
to  issue  200,000  shares  of  $50.00  par  value  cumula- 
tive prior  preferred  stock,  115,000  -shares  of  $50.00 
par  value  $3.00  cumulative  preferred  stock  and 
1,200,000  shares  of  $10.00  par  value  common  stock. 
Upon  the  amendment  becoming  effective,  each  ex- 
isting share  of  the  old  $100.00  par  value  preferred 
stock  was  automatically  converted  and  reclassified 
into  four-fifths  of  a  share  of  $50.00  par  value  $3.00 
preferred  stock  and  6  shares  of  $10.00  par  value 
common  stock. 

On  June  30,  1941,  the  unpaid  cumulative  pre- 
ferred dividends  on  the  old  preferred  stock 
amounted  to  $11.00  per  share. 

The  company  offered  to  each  holder  of  the  exist- 
ing preferred  stock  in  full  settlement  of  the  $11.00 
per  share  preferred  dividend  arrears,  $10.00  par 
value,  or  one-fifth  of  a  share,  of  the  new  $3.00  pre- 
ferred stock  and  $1.00  in  cash.  The  stockholders 
accepting  this  offer  were  required  to  surrender  their 
old  preferred  shares  in  exchange  for  one  full  share 
of  the  new  $3.00  preferred  stock,  6  shares  of  the 
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common  stock  and  $1.00  in  cash.  The  preferred 
stockholders  who  did  not  elect  to  accept  the  offer 
were  required  to  surrender  their  old  preferred 
shares  in  exchange  for  four-fifths  share  of  the  new 
$3.00  preferred  stock  and  6  shares  of  common  stock 
for  each  share  of  the  old  preferred  stock  held. 

The  conversion  of  one  share  of  the  old  $100.00 
par  value  preferred  stock  into  four-fifths  of  a 
share  of  the  new  $50.00  par  value  preferred  stock 
and  6  shares  of  $10.00  par  value  common  stock, 
does  not  affect  the  company's  total  capital  stock 
account,  since  the  reduction  in  the  preferred  capital 
stock  account  in  the  amount  of  $60.00  per  share  is 
offset  by  a  corresponding  increase  in  the  common 
capital  stock  account.  However,  it  appears  that  the 
$3.00  cumulative  preferred  -stock  account  is  increased 
by  the  transfer  from  surplus  account  of  an  amount 
at  least  sufficient  to  take  care  of  the  $3.00  cumu- 
lative preferred  stock  issued  to  pay  the  accrued 
dividends  on  the  old  $100.00  par  value  preferred 
stock;  that  is,  the  aggregate  of  the  one-fifth  shares 
issued  to  the  preferred  stockholders  who  accept  the 
company's  offer  to  pay  the  accrued  dividends  in  this 
manner. 

The  situation  is,  therefore,  that  at  the  effective 
date  of  the  amendment  to  the  certificate  of  incorpo- 
ration an  undisclosed  number  of  $100.00  par  value 
preferred  shares  were  issued  against  a  preferred 
capital  stock  account  in  a  certain  amount,  that  60 
per  cent  of  the  amount  of  this  account  was  absorbed 
in  the  common  capital  stock  account  against  which 
common  shares  were  issued,  that  an  undisclosed 
amount  of  surplus   was  transferred  to   the   $3.00 
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cumulative  preferred  stock  account  and  against  this 
adjusted  account  all  of  the  new  $3.00  cumulative 
preferred  shares  were  issued,  that  is,  not  only  the 
one-fifth  share  issued  to  pay  the  accrued  preferred 
stock  dividends  but  also  the  shares  issued  in  ex- 
change for  the  old  preferred  'Stock  pursuant  to  the 
conversion  as  provided  in  the  amendment  to  the 
certificate  of  incorporation.  All  of  the  new  preferred 
shares  were  issued  against  the  preferred  stock  ac- 
count without  any  allocation.  The  inclusion  of  the 
old  preferred  capital  stock  account,  or  a  part  there- 
of, and  the  earned  surplus  in  the  new  $3.00  pre- 
ferred capital  stock  account  inured  to  the  benefit  of 
all  of  the  preferred  stockholders.  Each  received  an 
interest  in  the  new  capital  measured  by  the  number 
of  shares  held.  Thus  each  certificate  constituted  a 
new  certificate  of  interest  in  the  newly  adjusted  pre- 
ferred capital  of  the  company  and,  consequently, 
was  of  a  kind  never  before  issued.  All  of  the  shares 
represented  precisely  the  same  interest,  all  were 
issued  under  the  same  conditions  and  all  were  based 
on  the  same  newly  adjusted  capital. 

It  is  therefore  ruled  that  all  of  the  new  $3.00 
cumulative  preferred  shares  are  subject  to  the  origi- 
nal issue  tax  as  imposed  by  section  1802(a)  of  the 
Internal  Revenue  Code. 

The  issuance,  from  time  to  time,  of  all  or  any 
part  of  the  200,000  shares  of  $50.00  par  value  cumu- 
lative prior  preferred  stock  will  likewise  be  subject 
to  the  original  issue  tax. 

No  tax  attaches  to  the  issuance  of  the  additional 
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common  shares  as  provided  in  the  amendment  to  the 
certificate  of  incorporation. 

D.  S.  BLISS, 

Deputy  Commissioner. 

Exhibit  B 

Claim  i 

To  Be  Filed  With  The  Collector  Where  Assessment 
Was  Made  Or  Tax  Paid 

The  Collector  will  indicate  in  the  block  below  the 
kind  of  claim  filed,  and  fill  in  the  certificate  on  the 
reverse  side. 

[xxx]  Refund  or  Tax  Illegally  Collected. 

[  ]  Refund  of  Amoimt  Paid  for  Stamps  Un- 
used, or  Used  in  Error  or  Excess. 

[  ]  Abatement  of  Tax  Assessed  (not  applicable 
to  estate,  gift,  or  income  taxes). 

Collector's  Stamp:  (Date  received)  [blank]. 

State  of  California, 
County  of  Riverside — ss. 

Name  of  taxpayer  or  purchaser  of  stamps — Cali- 
fornia Electric  Power  Company. 

Business  address — Riverside,  California. 
Residence — 

The  deponent,  being  duly  sworn  according  to  law, 
deposes  and  says  that  this  statement  is  made  on  be- 
half of  the  taxpayer  named,  and  that  the  facts  given 
below  are  true  and  complete: 
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1.  District  in  which  return  (if  any)  was  filed, 
Colorado. 

2.  Period  (if  for  income  tax,  make  separate  form 

for  each  taxable  year)  from ,  19 ... ,  to 

,19 

3.  Character  of  assessment  or  tax,  Documentary 
Stamp  Tax. 

4.  Amount  of  assessment,  $4,552.31 ;  dates  of  pay- 
ment, January  28,  1942. 

5.  Date  stamps  were  purchased  from  the  Gov- 
ernment   

6.  Amount  to  be  refunded,  $4,549.51. 

7.  Amount  to  be  abated  (not  applicable  to  in- 
come, gift,  or  estate  taxes)    

8.  The  time  within  which  this  claim  may  be 
legally  filed,  expires,  under  section  3313  I.R.C.  on, 
to-wit,  Ja-nuary  27,  1946. 

The  deponent  verily  believes  that  this  claim 
should  be  allowed  for  the  following  reasons: 

Statement 

I. 

Taxpayer  is  and  was,  at  all  times  herein  referred 
to,  a  Delaware  corporation,  with  offices  at  Denver, 
Colorado  and  Riverside,  California. 

II. 
Prior  to  June  30, 1941,  the  capital  structure  of  the 
California   Electric   Power   Company   was   as   fol- 
lows: 
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Outstanding  Shares  as  of  1-1-41  : 

Old  Preferred— 114,612  sh.  at  $100  =  $11,461,200 

Common  —  85,883  sh.  at  $  10  =  858,830 

Total  Capital $12,320,030 

Shares  Reacquired  Prior  to  6-30-41 : 

Old  Preferred— 9,589  sh.  at  $100  =  $      958,900 

Common  — 1,200  sh.  at  $  10=  12,000 

Total  Reacquired  $      970,900 

Outstanding  Shares  Immediately  Prior  to  6-30-41  Recapitaliza- 
tion: 

Old  Preferred— 105,023  sh.  at  $100  =  $10,502,300 

Common  —  84,683  sh.  at  $  10  =  846,830 

Total  Capital  Before  Recapitalization $11,349,130 

III.  < 

By  an  Amendment  of  the  Certificate  of  Incorpo- 
ration of  the  California  Electric  Power  Company 
effective  June  30,  1941,  it  was  provided  that  each 
of  the  outstanding  shares  of  old  Preferred  Stock 
should  be  automatically  converted  into  4/5 's  share 
of  $3  Cumulative  Preferred  Stock  of  the  par  value 
of  $50  each,  and  6  shares  of  Common  Stock.  This 
was  the  sole  and  only  change  made  in  the  preferred 
capital  or  the  total  capital  by  the  said  Amendment 
to  the  Certificate  of  Incorporation.  It  created  no 
increase  in  preferred  capital  or  total  capital,  and 
standing  alone,  created  the  following  capital  struc- 
ture: 

$3  Cumulative  Preferred  Stock $4,200,920 

Common  Stock  7,148,210 

Total $11,349,130 

However,  at  the  same  meetings  of  the  Board  of 
Directors  and  of  the  stockholders  of  the  company 
at  which  the  aforesaid  Amendment  was  authorized, 
there  was  further  authorized  to  be  made  an  offer 
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to  the  old  preferred  stockholders,  that  provided  the 
proposed  Amendment  became  effective  on  or  before 
June  30,  1941,  the  Corporation  would  issue  1/5  share 
of  $3  Cumulative  Preferred  Stock  and  $1  in  cash 
in  settlement  of  all  arrearage  dividends  on  each 
share  of  old  Preferred  Stock,  such  offer  to  remain 
open  until  June  25,  1941. 

The  outstanding  shares,  after  the  above  described 
recapitalization,  were  as  follows: 

1.  Stock  outstanding  in  hands  of  those  accepting  entire  plan  as 
to  accumulated  unpaid  dividends  on  old  Preferred : 

New  Preferred— 104,722  sh.  @  $50  =  $  5,236,100 

Common  —628,332  sh.  @  $10  =  6,283,320 

2.  Stock  outstanding  in  hands  of  those  not  accepting  plan  and 
holding  301  shares  of  the  old  Preferred : 

New  Preferred— 240.8  sh.  @  $50  =  $        12,040 

Common           — 1806  sh.  @  $10  =:  18,060 
Also  New  Preferred— .2  sh.  @  $50 

(a/c  Fract.  sh.)  =  10 

3.  Common  Stock  Previously  Outstanding 846,830 

Totals : 

New  Preferred— 104,963  sh.  @  $50  =  $  5,248,150 

Common  —714,821  sh.  @  $10  =  7,148,210 

Total  Capital  After  Kecapitalization $12,396,360 

Total  Capital  Before  Recapitalization 11,349,130 

New  Capital  Added $  1,047,230 

IV. 

Section  1802  (a)  of  the  Internal  Revenue  Code  as 
it  existed  on  June  30,  1941,  provided  the  following 
stamp  tax:  ''On  each  original  issue,  whether  on 
organization  or  reorganization,  of  shares  or  certifi- 
cates of  stock  -^  "^  *  on  each  $100  of  par  or  face 
value  or  fraction  thereof  of  the  certificates  issued 
by  such  corporation   *    *    *    n  cents   *    *    *'' 
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V. 

The  number  of  shares  of  new  Preferred  Stock  at 
$50  per  share  issued  to  January  24,  1942,  was  103,- 
398,  on  which  4/5  or  $40  per  share,  was  tax-free, 
inasmuch  as  it  represented  a  mere  exchange  for  old 
Preferred  Stock.  There  was  involved,  therefore, 
$40  X  103,398  of  old  capital,  or  $4,135,920,  on  which 
tax  at  $.11  per  $100,  or  $4,549.10,  was  overpaid  on, 
to-wit,  January  28,  1942. 

VI. 

The  Deputy  Commissioner  of  Internal  Revenue, 
by  a  letter  dated  December  16,  1941,  addressed  to 
the  Collector  of  Internal  Revenue  at  Denver,  Colo- 
rado, copy  of  which  is  attached  hereto  and  made  a 
part  hereof  marked  Exhibit  ^'A,"  held  that  all  of 
the  new  $3  Cumulative  Preferred  Shares  were  sub- 
ject to  the  Original  Issue  tax  imposed  by  Section 
1802  (a)  of  the  Internal  Revenue  Code,  but  that 
no  tax  attaches  to  the  issuance  of  the  additional 
Common  Shares  as  provided  in  the  Amendment  of 
the  Certificate  of  Incorporation. 

The  corporation  contends  that  such  ruling  is  erro- 
neous and  invalid  as  to  the  4/5  's  shares  of  $3  Cumu- 
lative Preferred  Stock,  and  that  the  taxes  paid  on 
the  issuance  of  any  stock  other  than  the  1/5  shares 
of  $3  Cumulative  Preferred  Stock  was  illegally  paid 
and  collected,  and  should  be  refunded  together  with 
statutory  interest  thereon. 

VII. 

It  has  generally  been  held  that  no  tax  is  due  on 
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an  exchange  of  shares  for  shares  on  reorganization 
where  there  is  no  increase  of  capital. 

Bowers  v.  West  Va.  P.  &  P  Co.,  297  Fed.  225. 
American  L.M.  Co.,  v.  Dean,  292  Fed.  620. 
Trumbull  Steel  Co.  v.  Routzahn  292  Fed.  1009. 
Standard  Mfg.  Co.  v.  Heiner,  300  Fed.  252. 

This  is  so  even  where  the  class  or  kind  of  new 
stock  differs  from  the  class  or  kind  of  old  stock 
or  when  two  classes  of  stock  are  issued  in  lieu  of 
one  class  of  old  stock. 

Re  Grand-Lees  Gear  Co.,  1  Fed  (2d)  293. 
Cleveland  Prov.  Co.  v.  Weiss,  4  Fed.   (2d) 

408. 
Cuba  Ry.  Co.  v.  U.  S.,  60  Ct.  Claims  272. 
Goodyear  T.  &  R.  Co.  v.  U.  S.,  60  Ct.  Claims 

448. 
Bailey  Co.  v.  Routzahn,  15  A.F.T.R.  497. 

VIII. 

p  Section  113.25  of  Regulations  71,  in  effect  June 
30,  1941,  listed  among  stock  issues  not  subject  to 
the  tax  the  following:  ''(f)  The  issue  of  stock  in  a 
recapitalization  or  reorganization  where  there  is  no 
dedication  of  additional  capital,  either  by  transfer 
of  earned  surplus  or  otherwise." 

IX. 

On  May  13,  1943,  the  Seventh  Circuit  Court  of 
Appeals  decided  the  case  of  United  States  v.  Pure 
Oil  Company,  135  Fed.  (2d)  578,  in  which  the  facts 


18  United  States  of  America  vs. 

closely  parallel  those  of  the  present  case.  In  the 
course  of  its  opinion  the  Court  stated  the  pertinent 
facts  and  reached  conclusions  of  law  as  follows: 

'^On  April  1,  1936,  defendant  had  outstanding 
certain  shares  of  preferred  stock  on  which  there 
were  unpaid  accumulated  dividends,  on  8  per  cent 
stock,  of  $25.50  per  share,  on  6  per  cent  stock, 
$19,125  per  share.  Defendant  proposed,  and  its 
•shareholders  agreed,  their  certificates  be  exchanged, 
share  for  share,  for  equal  shares  of  new  preferred 
stock,  paying  a  lower  dividend,  plus  additional 
shares  of  new  stock  in  satisfaction  of  the  unpaid 
dividends.  As  a  result,  264,226  shares  of  outstanding 
preferred  stock  were  surrendered  and  an  equivalent 
number  of  shares  of  new  preferred  delivered  to  the 
holders,  who  received  also  56,115  shares  of  new  stock 
in  satisfaction  of  unpaid  dividends." 

4  i  ^  *  *  Defendant  recognized  that  the  shares  issued 
in  satisfaction  of  unpaid  dividends  were  within  the 
term  ^original  issue'  and  paid  the  tax  upon  them. 
The  Government  contended,  and  the  trial  court 
found,  tha.t  the  certificates  for  264,226  shares  issued 
in  exchange  for  outstanding  stock  constituted  like- 
wise an  original  issue.  The  propriety  of  that  con- 
clusion is  now  questioned." 

'^The  statute  clearly  indicates  that,  to  be  taxable, 
certificates  must  be,  in  point  of  time,  the  first  issued, 
whereby  the  issuing  corporation  certifies  ownership 
by  its  shareholders  of  their  aliquot  parts  of  the 
capital  represented  by  the  certificates.  By  specifying 
^original  issue'  we  think  it  clear  that  the  Congress 
did  not  intend  to  tax  each  issue  but  only  that  which 
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precedes  all  other  issues  subsequently  made  when 
original  certificates  are  surrendered  and  new  ones 
delivered  in  their  place  to  the  same  shareholders  for 
no  new  monetary  consideration.  Edwards  v.  Wabash 
Railway  Co.,  2  Cir.,  264  F.  610.  Nor  do  we  think  it 
of  any  importance  whether  shares  are  converted 
into  identical  or  variant  stock  or  whether  preferred 
is  exchanged  for  common  or  common  for  preferred, 
with  resulting  differences  in  rights  and  privileges, 
for  the  test  is  not  whether  the  reissue  is  of  differ- 
ent type  but,  rather,  whether  it  is  ^original'." 

*^It  was  to  defendant's  interest  to  liquidate  its 
unpaid  accumulated  dividends  and  to  bring  about  a 
lower  dividend  for  the  future.  When,  with  this  end 
in  view,  defendant  issued  an  equal  amount  of  new 
stock  for  that  part  of  the  corporate  assets  repre- 
sented by  previously  existing  shares,  it  made  no  ad- 
dition to  its  capital.  It  accomplished  nothing  other 
than  replacement  of  older  preferred  stock  with  new, 
smaller  dividend  stock;  the  holders  retained  the 
same  proportionate  interests  in  the  capital  assets. 
The  additional  shares  issued  in  satisfaction  of  un- 
paid dividends  represented  the  only  contribution 
to  capital  effectuated;  that  and  that  alone  was  an 
original  issue,  Edwards  v.  Wabash  Railway  Co., 
2  Cir.  264  P.  610;  Trumbull  Steel  Co.  v.  Routzahn, 
D.  C,  292  F.  1009;  Routzahn  v.  Trumbell  Steel  Co., 
6  Cir.,  300  F.  1006;  West  Virginia  Pulp  &  Paper 
Co.  V.  Bowers,  D.  C,  293  F.  144,  affirmed  2  Cir., 
297  F.  225,  certiorari  denied  265  U.  S.  584,  44  S.Ct. 
459,  68  L.Ed.  1191;  Standard  Manufacturing  Co.  v. 
Heiner,  D.   C,  300  P.  252;   Cuba  Railway  Co.   v. 
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United  States,  60  Ct.Cl.  272;  Cleveland  Provision 
Co.  V.  Weiss,  D.  C,  4  F,  2d  408;  In  re  Grant-Lees 
Gear  Co.,  Bankrupt,  D.  C,  1  F.  2d  393." 

'^The  Government  insists  that  the  entries  upon 
the  corporate  books  fail  to  disclose  any  shares  spe- 
cifically designated  as  a  substitution  for  old  certifi- 
cates. It  suggests  that  inasmuch  as  no  shares  were 
issued  in  lieu  of  any  certain  specified  shares  and 
no  specific  certificates  charged  against  capital  or 
•surplus,  it  is  impossible  to  classify  the  entire  new 
issue  as  other  than  original.  But  book  entries  alone 
are  not  decisive.  Rio  Grande  Oil  Company  v.  Welch, 
9  Cir.,  101  F.2d  454.  And,  so  here,  we  receive  no 
enlightenment  from  the  formal  ledger  capital  set- 
up. The  undisputed  fact  is  that  the  old  preferred 
stock  was  exchanged  share  for  share  and  the  divi- 
dend arrears  satisfied  by  issuance  of  additional 
shares.  Whatever  the  book  entries,  the  only  new 
thing  that  could  properly  have  gone  into  the  capital 
account  was  the  contribution  by  the  shareholders  of 
their  unpaid  dividends  to  the  corporation  in  con- 
sideration of  which  they  received  the  additional 
shares." 

^'The  Government  insists  that  the  pronouncement 
of  Rio  Grande  Oil  Company  v.  Welch,  supra,  leads 
necessarily  to  the  conclusion  that  the  entire  issue 
was  original.  But  the  basis  for  decision  in  that  case 
is  absent  here  in  that  there  the  court  found  that  a 
transaction  effectuated  a  complete  reorganization 
and  a  fundamental  change  in  the  entire  capital 
structure.  Here  the  corporate  structure  remained 
the  same  except  as  to  the  additional  shares  issued  in 
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satisfaction  of  unpaid  dividends." 

The  essential  fact  as  stated  by  the  Court  in  the 
above  case  is  identical  with  that  in  the  present  case, 
viz.,  that  the  corporate  structure  remained  the  same 
except  as  to  the  additional  shares  issued  in  satisfac- 
tion of  unpaid  dividends,  and  only  the  latter  may 
be  subjected  to  the  tax. 

The  Government  made  no  application  for  certi- 
orari in  the  foregoing  case. 


Wherefore,  taxpayer  requests  and  demands  re- 
fund of  the  aforesaid  amount  of  money  in  the  sum 
of  $4,549.51  as  paid  by  it  to  the  Collector  of  Internal 
Revenue  for  documentary  stamps,  together  with  in- 
terest thereon  as  provided  by  law. 

XI. 

Claimant  requests  and  demands  such  further  or 
additional  refund  or  refunds  as  may  now  or  here- 
after appear  to  be  due  it  by  reason  of  the  foregoing 
or  on  account  of  (a)  any  mistake  in  fact  or  in  law 
made  by  it  or  any  officer,  clerk  or  other  employee 
of  the  United  States  Treasury  Department,  amend- 
ment and/or  adjustment  of  the  said  return,  (b)  any 
mistake  in  the  payment  and/or  collection  of  the  tax 
made  by  any  person  designated  in  subdivision  (a) 
of  this  paragraph,  (c)  any  erroneous  or  illegal  re- 
quirement or  regulation  of  any  officer,  clerk  or  other 
employee  of  the  United  States  Treasury  Depart- 
ment, (d)  any  repealed  law^,  whether  heretofore  or 
hereafter  repealed,    (e)    any  unconstitutional   law, 
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whether  heretofore  or  hereafter  declared  unconsti- 
tutional, or  (f)  any  other  act  or  matter  in  connec- 
tion with  the  said  return,  whether  covered  by  the 
foregoing  or  not  so  covered. 

CALIFORNIA  ELECTRIC 
POWER  COMPANY, 
By  /s/  H.  BOYLAN, 

Vice-President. 

Sworn  to  and  subscribed  before  me  this  14th  day 
of  January,  1946. 

/s/  L.  G.  PECK, 
Notary  Public  in  and  for  the  County  of  Riverside, 
State  of  California. 

My  commission  expires  July  3,  1946. 

Exhibit  C 

Treasury  Department 
Washington  25 
Office  of  I 

Commissioner  of 
Internal  Revenue 
Refer  to 
MT:M:HB 
CI.  C-43849 

June  16,  1947 

California  Electric  Power  Company, 
Riverside,  California. 

Gentlemen : 

Your  claim  for  redemption  of  used  documentary  , 
stamps  in  the  amount  of  $4,549.51  has  been  ex-  , 
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amined.  The  tax  was  paid  on  the  issuance  of  shares 
of  capital  stock  by  your  corporation  in  connection 
with  your  recapitalization. 

From  the  evidence  on  file  in  the  case  it  appears 
that  your  corporation  on  June  30,  1941,  by  amend- 
ment to  its  certificate  of  incorporation  changed  its 
name  from  Nevada-California  Electric  Corporation 
to  California  Electric  Power  Company,  and  pro- 
vided for  certain  changes  in  its  capital  structure. 
Prior  to  its  recapitalization  your  corporation  had 
outstanding  105,023  shares  of  $100.00  par  value  pre- 
ferred stock  representing  a  capital  of  $10,502,300.00 
and  84,683  shares  of  $10.00  par  value  common  stock 
representing  a  capital  of  $846,830.00  or  a  total 
capital  of  $11,349,130.00.  Upon  the  amendment  to 
the  certificate  of  incorporation  becoming  effective, 
each  outstanding  share  of  the  old  $100.00  par  value 
preferred  stock  was  automatically  converted  into 
four-fifths  of  a  share  of  $50.00  par  value  $3.00  pre- 
ferred stock  and  6  shares  of  $10.00  par  value  com- 
mon stock. 

On  June  30,  1941,  the  unpaid  cumulative  divi- 
dends on  the  old  preferred  stock  amounted  to  $11.00 
per  share.  The  corporation  offered  to  each  holder 
of  the  existing  preferred  stock  in  full  settlement 
of  the  $11.00  per  share  preferred  dividend  arrears, 
one-fifths  of  a  share  of  the  new  $3.00  preferred  stock 
and  $1.00  in  cash.  The  stockholders  accepting  this 
offer  were  required  to  surrender  their  old  preferred 
shares  in  exchange  for  one  full  share  of  the  new 
$3.00  preferred  stock,  6  shares  of  the  common  stock 
and  $1.00  in  cash.  The  preferred  stockholders  who 
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did  not  elect  to  accept  the  offer  were  required  to 
surrender  their  old  preferred  shares  in  exchange 
for  four-fifths  share  of  the  new  $3.00  preferred 
stock  and  6  shares  of  common  stock  for  each  share 
of  the  old  preferred  stock  held.  The  holders  of  301 
shares  of  old  preferred  stock  did  not  accept  the 
above-described  offer.  The  $3.00  cumulative  pre- 
ferred -stock  account  was  increased  by  the  transfer 
from  surplus  account  of  $1,047,230.00  to  take  care 
of  the  $3.00  cumulative  preferred  stock  issued  to 
pay  the  accrued  dividends  on  the  old  $100.00  par 
value  preferred  stock;  that  is,  the  aggregate  of  the 
one-fifth  share  issued  to  the  preferred  stockholders 
who  accepted  the  company's  offer  to  pay  the  ac- 
crued dividends  in  this  manner.  || 
Shares  or  certificates  of  stock  are  said  to  be  of 
*^ original  issue"  when  they  are  issued  against 
capital  which  for  the  first  time  is  included  in  the 
capital  stock  account.  In  the  above  transaction,  the 
amount  of  $1,047,230.00  which  was  transferred  from 
surplus  represented  capital  never  previously  in- 
cluded in  the  capital  preferred  'stock  account.  The 
old  capital  and  the  new  capital  were  intermingled 
in  such  a  way  that  it  is  impossible  to  determine 
which  specific  shares  are  represented  by  the  new 
capital  added  to  the  preferred  stock  account.  Each 
preferred  stockholder  received  an  interest  in  the 
new  capital  measured  by  the  number  of  shares  held. 
Each  preferred  share  issued  thus  constituted  a  new 
certificate  of  interest  in  the  newly  adjusted  pre- 
ferred capital  of  the  corporation  and,  consequently, 
was  a  kind  never  before  issued. 
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In  view  of  the  foregoing,  it  is  held  that  documen- 
tary stamps  in  the  correct  amount  were  properly 
affixed  and  canceled  on  the  issuance  of  the  new  $3.00 
cumulative  preferred  shares.  Accordingly,  your 
claim  is  rejected. 

Very  truly  yours, 

(JOSEPH  D.  NUNAN  JR., 
Commissioner. 

By  /s/  D.  S.  BLISS, 

Deputy  Commissioner. 

[Endorsed]:  Filed  January  6,  1948. 


[Title  of  District  Court  and  Cause.] 
No.  7888-B  Civil 

ANSWER  OF  UNITED  STATES 
OF  AMERICA 

Comes  now  the  defendant  in  the  above-entitled 
action  and  for  answer  to  plaintiff's  complaint  ad- 
mits, denies  and  alleges,  as  follows: 

I  I. 

Paragraph  numbered  I  is  admitted. 

■  n. 

Paragraph  numbered  II  is  admitted. 

III. 

Paragraph  numbered  III  contains  no  allegation 
of  fact  and,  therefore,  does  not  require  answering. 
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IV. 
Paragraph  numbered  IV  is  admitted. 

V. 

Paragraph  numbered  V  is  admitted. 

VI. 

The  first  and  second  sentences  of  paragraph  num- 
bered VI  are  admitted.  The  balance  of  the  para- 
graph is  denied. 

VII. 

Paragraph  numbered  VII  is  admitted. 

VIII. 

Paragraph  numbered  VIII  is  admitted. 

IX. 

Paragraph  numbered  IX  is   admitted. 

X. 

Paragraph  numbered  X  is  admitted. 

XI. 

Paragraph  numbered  XI  is  denied. 

XII. 

Paragraph  numbered  XII  is  admitted. 

XIII. 

Answering  paragraph  numbered  XIII,  it  is  ad- 
mitted that  plaintiff  filed  on  January  14,  1946,  a 
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claim  for  the  refund  of  $4,549.51,  and  that  the 
Exhibit  B,  attached  to  the  complaint,  is  a  copy  of 
such  claim,  but  any  statement  contained  in  said 
claim,  which  is  not  specifically  admitted  in  this 
answer,  is  hereby  denied.  Except  as  herein  admitted 
the  whole  of  said  paragraph  is  denied. 

XIV. 

Answering  paragraph  numbered  XIV,  it  is  ad- 
mitted that  the  Commissioner  of  Internal  Revenue 
rejected  said  claim  and  that  the  Exhibit  C,  attached 
to  the  complaint,  is  a  copy  of  the  Commissioner's 
letter  advising  of  such  rejection;  but  it  is  denied 
that  any  part  of  the  claim  was  erroneously  or 
illegally  rejected. 

XV. 

Paragraph  numbered  XV  is  denied. 

Wherefore,  the  defendant  having  fully  answered 
prays  that  the  plaintiff  take  nothing  by  its  action 
and  that  the  defendant  recover  its  costs. 

JAMES    M.    CARTER, 

United  States  Attorney, 

E.  H.  MITCHELL  and 
GEORGE  M.  BRYANT, 

Assistant  United  States 
Attorneys, 

EUGENE  HARPOLE, 

Special  Attorney,  Bureau 
of  Internal  Revenue. 


I 
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By  /s/  GEORGE    M.    BRYANT, 

Attorneys  for  Defendant. 

[Endorsed]  :  Filed  December  27,  1948. 


[Title  of  District  Court  and  Cause.] 

STIPULATION  OF  FACTS 

It  Is  Hereby  Stipulated  by  and  between  California 
Electric  Power  Company,  a  corporation,  Plaintiff, 
and  the  United  States  of  America,  Defendant,  by 
their  respective  counsel,  that  the  following  facts 
shall  be  taken  as  true;  provided,  however,  that  this 
stipulation  shall  be  without  prejudice  to  the  right 
of  either  party  to  object  at  the  trial  to  any  part 
thereof  on  the  grounds  of  immateriality  or  to  intro- 
duce other  and  further  evidence  not  at  variance 
with  the  facts  herein  stipulated: 

(1)  That  California  Electric  Power  Company  is 
a  corporation  duly  organized  and  existing  under  and 
by  virtue  of  the  laws  of  the  State  of  Delaware, 
duly  licensed  to  engage  in  business  in  the  State  of 
California;  that  California  Electric  Power  Com- 
pany's principal  office  is  located  at  3771  Eighth 
Street,  City  of  Riverside,  County  of  Riverside, 
State  of  California,  and  in  the  Southern  District 
of  California  Central  Division. 

(2)  That  the  documentary  stamp  taxes  here  m- 
volved,  in  the  amount  of  $4,549.51,  were  paid  on  or 
about  January  28,  1942,  by  the  California  Electric 
Power  Company  to  Ralph  Nicholas,  the  duly  ap- 
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pointed,  qualified  and  acting  Collector  of  Internal 
Revenue  for  the  collection  district  comprising  the 
State  of  Colorado. 

(3)  That  by  amendment  to  its  Certificate  of  In- 
corporation effective  June  30,  1941,  the  name  of  the 
California  Electric  Power  Company  was  changed 
from  The  Nevada-California  Electric  Corporation 
to  California  Electric  Power  Company. 

(4)  That  prior  to  June  30,  1941,  the  capital 
structure  of  the  California  Electric  Power  Company 
was  as  follows: 

Outstanding  Shares  Immediately  Prior  to 
June  30,  1941,  Recapitalization 

Old  Preferred— 105,023  sh.  @  $100  =      $10,502,300.00 
Common  —  84,683  sh.  @  $10  =  846,830.00 


Total  Capital  Before  Recapitalization.-.$11,349,130.00 


(5)  That  by  an  amendment  of  the  Certificate 
of  Incorporation  of  the  California  Electric  Power 
Company  effective  June  30,  1941,  a  copy  of  which 
is  attached  hereto  marked  ''Exhibit  A"  and  made  a 
part  hereof,  it  was  provided  that  each  of  the  out- 
standing shares  of  old  Preferred  Stock  should  be 
automatically  converted  into  four-fifths  of  a  share 
of  $3.00  Cumulative  Preferred  Stock  of  the  par 
value  of  $50.00  each,  and  6  shares  of  Common 
Stock  of  the  par  value  of  $10.00  each.  This  was  the 
sole  and  only  change  made  in  the  capital  structure 
by  said  amendment  to  the  Certificate  of  Incorpora- 
tion. 

(6)  That  on  June  30,  1941,  unpaid  Cumulative 
Preferred  dividends  on  the  old  Preferred  Stock  of 
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California  Electric  Power  Company  amounted  to 
$11.00  per  share. 

(7)  That  in  order  to  eliminate  and  settle  the 
aforesaid  arrearages  in  dividends,  the  stockholders 
and  the  Board  of  Directors  of  California  Electric 
Power  Company  authorized  the  making  of  an  offer 
to  the  preferred  stockholders  that  California  Elec- 
tric Power  Company  would  issue  one-fifth  of  a 
share  of  $3.00  Cumulative  Preferred  Stock  and 
$1.00  in  cash  in  settlement  of  all  arrearages  in  divi- 
dends on  each  share  of  the  old  Preferred  Stock, 
such  offer  to  remain  open  until  June  25,  1941.  A 
copy  of  the  resolution  authorizing  such  offer  is  at- 
tached hereto,  marked  '^Exhibit  B"  and  made  a  part 
hereof. 

(8)  That  pursuant  to  said  offer,  California  Elec- 
tric Power  Company  issued  new  $3.00  Cumulative 
Preferred  Stock  at  the  rate  of  one  share  for  each 
5  shares  of  the  old  Preferred  Stock  to  stockholders 
accepting  the  aforesaid  offer,  such  new  shares  being 
issued  if,  as,  and  when  the  dividend  arrearages 
were  waived,  and  in  exchange  therefor.  Upon  com- 
pletion of  this  exchange,  new  capital  sufficient  to 
pay  the  dividend  arrearages  was  transferred  from 
surplus  to  the  Preferred  Stock  account,  so  that  the 
interest  of  the  preferred  stockholders  accepting  the 
offer  was  transmuted  from  a  claim  for  dividend  into 
additional  shares  of  stock  representing  capitalized 
surplus. 

(9)  That  after  the  exchange  of  old  Preferred 
Stock  for  the  new  $3.00  Cumulative  Preferred  Stock 
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and  the  issuance  of  new  shares  of  new  $3.00  Cumu- 
lative Preferred  Stock  in  settlement  of  dividend 
arrearages,  the  capital  structure  of  California  Elec- 
tric Power  Company  was  as  follows : 

(a)  Stock  outstanding  in  hands  of  those  accepting  offer  as  to 
accumulated  unpaid  dividends  on  old  Preferred : 

New  Preferred— 104,722  sh.  @  $50.00 $  5,236,100.00 

Common  —628,332  sh.  @  $10.00 6,283,320.00 

(b)  Stock  outstanding  in  hands  of  those  not  accepting  offer  and 
holding  301  shares  of  the  old  Preferred  : 

New  Preferred— 240.8  sh.  @  $50.00 $  12,040.00 

Common           —  1806  sh.  @  $10.00 18,060.00 

Also  New  Preferred  .2  sh.  @  $50.00 

(Fractional  sh.) 10.00 

(c)  Common  Stock  Previously  Outstanding — 84,683  shares. 

Totals: 
New  Preferred  Stock— 104,963  sh.  @  $50.00  ....$  5,248,150.00 
Common  Stock  —714,821  sh.  @  $10.00....     7,148,210.00 

Total  Capital  After  Exchange  of  Stock 12,396,360.00 

Total  Capital  Before  Exchanges  of  Stock 11,349,130.00 

New  Capital  Added $  1,047,230.00 


(10)  That  the  number  of  shares  of  new  Pre- 
ferred Stock  at  $50.00  per  share  issued  up  to  Janu- 
ary 24,  1942  was  103,398. 

(11)  That  the  Commissioner  of  Internal  Eev- 
enue,  by  a  letter  dated  December  16,  1941,  ad- 
dressed to  the  Collector  of  Internal  Revenue  at  Den- 
ver, Colorado,  a  copy  of  which  is  attached  hereto 
and  made  a  part  hereof,  marked  '^Exhibit  C,"  held 
that  the  entire  issue  of  new  $3.00  Cumulative  Pre- 
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f erred  shares  was  subject  to  the  original  issue  tax 
imposed  by  Section  1802  (a)  of  the  Internal  Rev- 
enue Code,  but  that  no  tax  attaches  to  the  issuance 
of  the  additional  Common  shares  as  provided  in  the 
amendment  of  the  Certificate  of  Incorporation, 
hereinabove  referred  to. 

(12)  That  California  Electric  Power  Company 
has  paid,  and  concedes  that  it  was  liable  for  such 
payment,  documentary  stamp  taxes  at  the  rate  of 
$.11  per  $100.00  on  the  amount  of  new  capital  added 
to  its  capital  account  in  cancellation  of  dividend 
arrearages  and  against  which  new  Preferred  Stock 
was  issued.  That  the  additional  sum  of  $4,549.51, 
here  in  dispute,  was  paid  on  the  value  of  the  balance 
of  new  Preferred  Stock  issued  up  to  January  24, 
1942  in  response  to  the  Ruling  described  in  the  pre- 
ceding paragraph. 

(13)  That  on  or  about  January  24,  1946  Califor- 
nia Electric  Power  Company  filed  with  the  Collec- 
tor of  Internal  Revenue  at  Denver,  Colorado,  a 
Claim  for  Refund  of  stamp  taxes  paid  in  the  amount 
of  $4,549.51,  together  with  interest  thereon  as  pro- 
vided by  law,  a  copy  of  which  claim  is  attached 
hereto,  marked  ''Exhibit  D.'' 

(14)  That  the  Commissioner  of  Internal  Rev- 
enue, by  letter  dated  June  16,  1947,  rejected  said 
Claim  for  Refund  filed  on  or  about  January  24,  1946, 
as  aforesaid,  a  copy  of  said  letter  of  rejection  be- 
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ing    attached    hereto    and    made    a    part    hereof, 
marked  ^^  Exhibit  E." 

DEMPSEY,   THAYER, 

DIEBERT   &  KUMLER, 

By  /s/  ARTHUR  H.  DEIBERT, 

Attorneys  for  Plaintiff. 

JAMES  M.  CARTER, 

United  States  Attorney, 

E.  H.  MITCHELL, 

Assistant   United   States 
Attorney, 

EUGENE  HARPOLE, 

Special  Attorney,  Bureau 
of  Internal  Revenue, 

By  /s/  EUGENE  HARPOLE, 

Attorneys  for  Defendant. 
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Exhibit  A  " 

Certified  Copy  of  Amendment  to  the  Certificate  of 
Incorporation  of  The  Nevada-California  Elec- 
tric Corporation  (Named  Changed  June  30, 
1941,  to  California  Electric  Power  Company) 
Adopted  by  Stockholders  of  Said  Company  at 
a  Special  Meeting  Held  June  20,  1941. 

I. 

To  strike  out  Article  First  of  the  Certificate  of 
Incorporation  and  to  insert  in  lieu  thereof  the  fol- 
lowing : 

First:  The  name  of  this  Corporation  is  and 
shall  be  California  Electric  Power  Company.  Said 
corporation  is  sometimes  hereinafter  in  this  Certifi- 
cate of  Incorporation  called  'Hhe  Company"  or 
^Hhis  Corporation." 

II. 

To  strike  out  the  paragraphs  numbered,  respec- 
tively, (1)  and  (2)  of  Article  Third  of  the  Certifi- 
cate of  Incorporation  as  amended,  and  to  insert  in 
lieu  thereof  the  following : 

(1)  To  build,  construct,  erect,  equip,  repair,  re- 
build, improve,  buy,  sell,  let,  license,  lease,  use  and 
operate  plants,  lines  and  works  for  the  generation, 
transmission,  distribution  and  other  use  of  electric 
energy;  also  telegraph  and  telephone  lines,  plants 
and  works,  water  works  and  plants,  gas  works  and 
plants,  oil  and  gas  wells  and  oil  and  gas  producing 
plants,  dams,  reservoirs,  flumes,  pipe  lines,  ditches, 
canals,  aqueducts,  water  courses,  hydraulic  works. 
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and  all  other  classes  and  kinds  of  plants,  works, 
buildings,  structures  and  improvements,  together 
with  all  appurtenances  incident  thereto,  or  to  the 
business  of  this  Corporation,  and  to  furnish  the 
necessary  labor  and  materials  used  or  to  be  used  in 
connection  with  any  part  of  its  business,  and  to  sell 
or  otherwise  dispose  of  the  products  of  or  the  serv- 
ices or  facilities  rendered  by  all  such  plants,  lines, 
works  and  other  property,  and  to  do  business  as  a 
public  utility  under  the  laws  of  the  several  states 
and  the  United  States,  or  any  of  them,  and  to  have 
and  exercise  the  right  of  eminent  domain  as  now  or 
hereafter  provided  by  law. 

(2)  To  build,  construct,  erect,  equip,  repair,  re- 
build, improve,  buy,  sell,  let,  license,  lease,  use  and 
operate  real  property,  patent  rights,  mineral  rights, 
rights  to  chemical  processes,  plants,  lines,  and  works 
for  the  manufacture  or  use  of  ice,  carbon  dioxide 
and  other  refrigerants,  whether  now  or  hereafter 
developed,  works  for  the  manufacture  or  use  of  re- 
frigerating or  freezing  processes,  whether  now  or 
hereafter  developed,  and  facilities  for  the  storage, 
refrigerated  or  otherwise,  of  perishable  or  other 
articles  or  commodities,  and  to  sell  or  otherwise  dis- 
pose of  the  products  of  or  the  services  or  facilities 
rendered  by  all  such  plants,  lines,  works  and  other 
property. 

III. 

To  strike  out  all  of  Article  Fourth  of  the  Certifi- 
cate of  Incorporation  as  heretofore  amended  (ex- 
cept the  last  paragraph  thereof  which  reads  as  fol- 
lows:   **The  amount  of  the  capital  stock  with  which 
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this  Corporation  shall  commence  business  is  one 
hundred  thousand,  three  hundred  dollars  ($100,- 
300.00) ;  being  one  thousand  and  three  (1,003) 
shares,  of  the  par  value  of  one  hundred  dollars 
($100.00)  each'')  and  to' insert  in  lieu  of  that  part 
of  said  Article  so  stricken  the  following : 

Fourth:  The  total  number  of  shares  of  all 
classes  of  stock  which  the  Company  shall  have 
authority  to  issue  is  1,515,000  shares,  divided 
into  200,000  shares  of  Cumulative  Prior  Pre- 
ferred Stock  of  the  par  value  of  Fifty  Dollars 
($50)  each,  115,000  shares  of  $3  Cumulative 
Preferred  Stock  of  the  par  value  of  Fifty  Dol- 
lars ($50)  each  and  1,200,000  shares  of  Common 
Stock  of  the  par  value  of  Ten  Dollars  ($10) 
each. 

Subdivision  I.     Cumulative  Prior  Preferred 

Stock 

1.  Subject  to  the  limitations  and  provisions  in 
this  Article  Fourth,  the  Cumulative  Prior  Pre- 
ferred Stock  (hereinafter  in  this  Article  Fourth 
sometimes  called  ^^ prior  Preferred  Stock")  may 
be  issued  from  time  to  time  in  one  or  more  series 
and  in  such  amounts,  not  to  exceed  the  total  au- 
thorized herein,  as  may  be  determined  by  the  board 
of  directors.  The  designations,  powers,  preferences 
and  relative,  optional,  conversion  and  other  special 
rights,  and  the  qualifications,  limitations  and  restric- 
tions thereof,  of  the  Prior  Preferred  Stock  of  each 
series  shall  be  such  as  are  stated  and  expressed  I 
herein  and,  to  the  extent  not  stated  and  expressed  i 
herein,  shall  be  such,  not  inconsistent  with  the  pro- 
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visions  of  this  Article  Fourth,  as  may  be  fixed  by 
the  board  of  directors  (authority  so  to  do  being 
hereby  expressly  granted)  and  stated  and  expressed 
in  a  resolution  or  resolutions  adopted  by  said  board 
providing  for  the  issue  of  Prior  Preferred  Stock  of 
such  series.  The  words  *' fixed  for  such  series^'  shall 
refer  to  terms  and  provisions  which  are  fixed  by  the 
board  of  directors  pursuant  to  such  authority  and 
stated  and  expressed  in  a  resolution  or  resolutions 
adopted  by  said  board  providing  for  the  issue  of 
Prior  Preferred  Stock  of  such  series. 

2.  The  holders  of  Prior  Preferred  Stock  of  each 
series  shall  be  entitled  to  receive,  when  and  as  de- 
clared by  the  board  of  directors,  out  of  any  funds 
or  assets  legally  available  for  that  purpose,  prefer- 
ential cumulative  non-interest-bearing  dividends  in 
cash  at  the  rate,  not  exceeding  7%  of  the  par  value 
per  share  per  annum,  fixed  for  such  series  and  shall 
not  be  entitled  to  receive  any  dividends  over  and 
above  such  preferential  dividends.  Such  preferen- 
tial dividends  shall  be  payable  quarterly  on  Janu- 
ary 1,  April  1,  July  1  and  October  1  in  each  year 
except  that  with  respect  to  any  Prior  Preferred 
Stock  issued  within  30  days  preceding  any  of  such 
dates,  the  initial  preferential  dividend  may  be  paid 
on  the  next  succeeding  dividend  payment  date.  Such 
preferential  dividends  shall  accrue  and  be  cumula- 
tive from  the  date  or  dates  fixed  for  each  such 
series.  Such  preferential  dividends  shall  be  de- 
clared and  paid  or  set  apart  for  payment  in  full  for 
all  previous  quarterly  dividend  periods  before  the 
declaration  of,  or  payment  of,  or  setting  apart  any 
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funds  or  assets  for  payment  of,  any  dividends  on, 
or  the  making  of  or  the  setting  apart  of  any  fmids 
or  assets  for  any  distribution  with  respect  to,  any 
class  of  junior  stock,  as  hereinafter  defined,  and 
before  any  purchase,  redemption  or  other  acquisi- 
tion of  any  class  of  junior  stock,  or  the  setting 
apart  of  any  funds  or  assets  for  such  purchase,  re- 
demption or  acquisition.  For  all  purposes  of  this 
Subdivision  I  the  term  ''junior  stock"  shall  mean 
$3  Cumulative  Preferred  Stock,  Common  Stock  and 
any  other  class  of  stock  hereafter  authorized  ex- 
cept (i)  Prior  Preferred  Stock  and  (ii)  any  future 
class  of  stock  authorized  in  compliance  with  Sec- 
tion 9(b)  or  9(c)  of  this  Subdivision  I  and  rank- 
ing prior  to  or  on  a  parity  with  the  Prior  Pre- 
ferred Stock  as  to  dividends  or  assets.  Each  share 
of  Prior  Preferred  Stock  shall  rank  on  a  parity 
with  each  other  share  of  Prior  Preferred  Stock, 
irrespective  of  series,  with  respect  to  the  preferen- 
tial dividends  at  the  respective  rates  fixed  for  such 
series,  and  no  preferential  dividend  shall  be  de- 
clared or  paid  or  set  apart  for  payment  on  any 
series  unless  at  the  same  time  a  dividend  in  like  pro- 
portion to  the  preferential  dividends  accrued  upon 
the  Prior  Preferred  Stock  of  each  other  series,  shall 
be  declared  or  paid  or  set  apart  for  payment,  as  the 
case  may  be,  on  each  other  series  then  outstanding. 
The  Company  shall  not  pay  dividends  out  of  capi- 
tal surplus  on  Prior  Preferred  Stock  if  at  the  time 
of,  or  as  a  result  of,  such  payment,  the  amounts  of 
dividends  paid  on  the  Prior  Preferred  Stock  out  of 
capital   surplus,   and  not   restored   by   charges   to 
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earned  surplus,  shall  exceed  Five  Hundred  thou- 
sand dollars  ($500,000).  In  the  event  that  any  divi- 
dends shall  be  paid  on  the  Prior  Preferred  Stock 
out  of  capital  surplus,  no  dividends  shall  thereafter 
be  paid  on  any  shares  of  junior  stock  until  capital 
surplus  shall  have  been  restored  by  charges  to 
earned  surplus  in  an  amount  equal  to  such  dividend 
payments  out  of  capital  surplus. 

3.  At  any  time  after  all  preferential  dividends 
on  the  Prior  Preferred  Stock  of  all  series  for  all 
previous  quarterly  dividend  periods  shall  have  been 
declared  and  paid  or  set  apart  for  payment,  the 
board  of  directors  may,  after  or  concurrently  with, 
but  not  before,  the  declaration  of  full  preferential 
dividends  on  the  Prior  Preferred  Stock  of  all  series 
for  the  current  quarterly  dividend  period,  declare 
dividends  (payable  in  cash,  property  or  stock)  on 
outstanding  shares  of  junior  stock  (subject  to  the 
observance  of  any  applicable  priorities  as  between 
classes  of  junior  stock),  out  of  any  funds  or  assets 
legally  available  for  that  purpose;  provided,  how- 
ever, that  no  dividends  on  any  junior  stock  shall  be 
paid,  set  apart  for  payment,  or  be  payable,  before 
full  preferential  dividends  shall  have  been  paid  or 
set  apart  for  payment  on  the  Prior  Preferred  Stock 
of  all  series  for  the  quarterly  dividend  period  for 
which  such  dividend  on  junior  stock  shall  have  been 
declared.  All  dividends  declared  upon  any  junior 
stock  shall  be  subject  to  the  provisions  of  this  Sec- 
tion 3  and  to  the  provisions  of  Section  2  and  para- 
graphs (e)  and  (f)  of  Section  9  of  this  Subdivi- 
sion I  of  this  Article  Fourth. 
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4.  In  the  event  of  any  voluntary  liquidation,  dis- 
solution or  winding  up  of  the  Company  or  any  dis- 
tribution of  the  capital  of  the  Company,  the  holders 
of  Prior  Preferred  Stock  of  each  series  shall  be  en- 
titled to  receive  from  the  assets  of  the  Company, 
whether  represented  by  capital,  surplus,  reserves  or 
earnings,  such  preferential  amount,  in  cash,  not  ex- 
ceeding $55  per  share,  as  may  be  specifically  fixed 
for  such  series,  and  in  the  event  of  any  involuntary 
liquidation,  dissolution  or  winding  up  of  the  Com- 
pany, the  holders  of  the  Prior  Preferred  Stock  of 
all  series  shall  be  entitled  to  receive  from  the  assets 
of  the  Company,  whether  represented  by  capital, 
surplus,  reserves  or  earnings,  a  preferential  amount 
in  cash  equal  to  $50  per  share,  and  in  each  case, 
whether  voluntary  or  involuntary,  a  further  prefer- 
ential amount  in  cash  equal  to  all  accrued  and  un- 
paid preferential  dividends  thereon  to  the  date  pay- 
ment is  made  available  to  the  Prior  Preferred 
Stockholders ;  all  of  which  shall  be  paid  or  set  apart 
for  payment  before  or  concurrently  with  the  pay- 
ment of  or  setting  apart  for  payment  of  any  amount 
for,  or  the  distribution  of  any  assets  of  the  Com- 
pany to,  the  holders  of  any  junior  stock.  Each  share 
of  Prior  Preferred  Stock  shall  rank  on  a  parity 
with  each  other  share  of  Prior  Preferred  Stock, 
irrespective  of  series,  with  respect  to  the  preferen- 
tial amounts  payable  upon  any  distribution  of  as- 
sets by  way  of  liquidation,  dissolution  or  winding 
up  of  the  Company,  and  no  such  amounts  shall  be 
paid  or  set  apart  for  payment  on  any  series  unless 
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at  the  same  time  amounts  in  like  proportion  to  the 
respective  preferential  amounts  to  which  the  shares 
of  each  other  series  are  entitled,  shall  be  paid  or  set 
apart  for  payment  on  each  other  series  then  out- 
standing. After  payment  or  the  setting  apart  for 
payment  to  the  holders  of  Prior  Preferred  Stock  of 
the  preferential  amounts  so  payable  to  them,  all  the 
remaining  assets  of  the  Company  shall  belong  to 
and  be  distributable  to  the  holders  of  junior  stock 
in  accordance  with  any  applicable  priorities  as  be- 
tween classes  of  junior  stock. 

5.  Subject  to  the  provisions  of  this  Section  5, 
the  whole  or  any  part  of  the  Prior  Preferred  Stock 
of  any  series  which  is  made  redeemable  by  the  reso- 
lution or  resolutions  providing  for  the  issue  of  Prior 
Preferred  Stock  of  such  series  may,  unless  prefer- 
ential dividends  on  Prior  Preferred  Stock  not  then 
to  be  redeemed  are  in  arrears  on  the  date  on  which 
notice  of  redemption  is  given,  be  redeemed  at  the 
option  of  the  Company  at  any  time  or  from  time  to 
time  at  such  redemption  price  or  prices  per  share, 
not  exceeding  $55  per  share,  as  may  be  fixed  for 
such  series,  plus  an  amount  equal  to  all  accrued  and 
unpaid  preferential  dividends  thereon  to  the  date 
designated  for  redemption,  and  upon  such  other 
terms  and  conditions  as  may  be  fixed  for  such  series. 
In  the  event  that  at  any  time  less  than  all  the  Prior 
Preferred  Stock  outstanding  is  to  be  redeemed,  the 
shares  to  be  redeemed  may  be  selected  pro  rata,  or 
by  lot,  or  by  such  other  equitable  method  as  may 
be  determined  by  the  board  of  directors.  Notice  of 
redemption  shall  be  given  by  the  Company  by  mail- 
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ing  a  notice  thereof  to  each  holder  of  record  of 
stock  to  be  redeemed  at  his  last  address  as  the  same 
appears  on  the  books  of  the  Company,  such  notice 
to  be  mailed  at  least  45  days  prior  to  the  date  desig- 
nated for  redemption.  If  such  notice  of  redemp- 
tion shall  have  been  duly  given,  and  if  on  or  before 
the  redemption  date  named  in  such  notice  all  funds 
necessary  for  such  redemption  shall  have  been  set 
apart  by  the  Company  in  trust,  in  a  bank  or  trust 
company  having  an  aggregate  capital  and  surplus 
and  undivided  profits  of  not  less  than  Two  million 
dollars  ($2,000,000),  for  the  account  of  the  holders 
of  the  Prior  Preferred  Stock  to  be  redeemed,  so 
as  to  be  available  therefor,  then,  from  and  after 
the  giving  of  such  notice  and  the  setting  apart  of 
such  funds,  notwithstanding  that  any  certificate  for 
shares  of  Prior  Preferred  Stock  so  called  for  re- 
demption shall  not  have  been  surrendered  for  can- 
cellation, the  shares  represented  thereby  shall  no 
longer  be  deemed  outstanding,  and  the  holder  of 
such  certificate  or  certificates  shall  have  with  re- 
spect to  such  stock  no  rights  in  or  with  respect  to 
the  Company  except  the  right  to  receive  the  re- 
demption price  thereof  and  an  amount  equal  to 
accrued  and  unpaid  preferential  dividends  thereon 
to  the  date  designated  for  redemption,  without  in- 
terest, upon  the  surrender  of  such  certificate  or  cer- 
tificates, and  the  right,  if  any,  to  convert  such  stock 
not  later  than  the  date  designated  for  redemption 
to  the  extent  fixed  with  respect  to  any  series;  and 
after  the  date  designated  for  redemption  such  stock 
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shall  not  be  transferable  on  the  books  of  the  Com- 
pany except  to  the  Company. 

6.  Unless  preferential  dividends  on  the  Prior 
Preferred  Stock  are  in  arrears,  the  Company  shall 
have  the  right  from  time  to  time  to  purchase  on 
the  open  market  or  at  private  sale,  or  otherwise 
acquire,  outstanding  Prior  Preferred  Stock  of  any 
series  at  a  price  not  exceeding  the  price  at  which 
such  stock  might  at  the  time  be  redeemed  at  the 
option  of  the  Company,  plus  an  amount  equal  to 
accrued  and  unpaid  preferential  dividends  to  the 
date  of  acquisition  or,  if  such  stock  is  not  redeem- 
able, at  a  price  not  exceeding  the  preferential 
amounts  per  share  payable  thereon  in  the  event  of 
voluntary  liquidation  of  the  Company  as  of  the  date 
of  acquisition. 

7.  Except  as  otherwise  provided  by  law  or  by  the 
provisions  of  this  Article  Fourth,  each  holder  of 
stock  of  the  Company  of  any  class  shall  be  entitled 
to  one  vote  for  all  purposes  for  each  share  of  stock 
held  by  him.  At  all  elections  of  directors  each 
stockholder  shall  be  entitled  to  as  many  votes  as 
shall  equal  the  number  of  his  shares  of  stock  multi- 
plied by  the  number  of  directors  to  be  elected,  or 
to  be  elected  by  the  holders  of  a  particular  class 
or  classes  of  stock,  as  the  case  may  be,  and  he  may 
cast  all  of  such  votes  for  a  single  director  or  may 
distribute  them  among  the  number  to  be  voted  for, 
or  any  two  or  more  of  them  as  he  may  see  fit. 

8.  (a)  If  at  any  time  preferential  dividends  on 
any  Prior  Preferred  Stock  shall  be  in  arrears  in 
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an  amount  equal  to  four  quarterly  dividends 
thereon,  the  occurrence  of  such  contingency  shall 
mark  the  beginning  of  a  period  which  is  herein- 
after called  a  ^^ minority  representation  period/' 
and  if  at  any  time  such  dividends  shall  be  in  arrears 
in  an  amount  equal  to  twelve  quarterly  dividends, 
the  occurrence  of  such  contingency  shall  mark  the 
beginning  of  a  period  which  is  hereinafter  called 
a  ^^ majority  representation  period."  Except  that 
the  commencement  of  a  majority  representation 
period  shall  terminate  the  then  preexisting  minority 
representation  period,  each  minority  and  majority 
representation  period  shall  extend  and  continue  until 
there  shall  have  been  declared  and  paid  or  set  apart 
for  payment  on  all  shares  of  Prior  Preferred  Stock 
at  the  time  outstanding  all  preferential  dividends 
which  shall  have  accrued  and  be  unpaid  for  all 
quarterly  dividend  periods  prior  to  such  payment 
or  setting  apart  for  payment  as  the  case  may  be. 
Said  minority  representation  periods  and  said 
majority  representation  periods  are  together  here- 
inafter sometimes  called  ^^ default  periods."  Dur- 
ing each  default  period,  the  holders  of  Prior  Pre- 
ferred Stock,  voting  as  a  class,  irrespective  of  series, 
shall  have  the  right  to  elect  the  smallest  number 
of  directors  necessary  to  constitute  (i)  during  a 
minority  representation  period,  one-fifth  of  the 
board  of  directors  but  not  less  than  two  directors, 
and  (ii)  during  a  majority  representation  period, 
a  majority  of  the  board  of  directors.  Such  one- 
fifth  (but  not  less  than  two)  or  such  majority,  as 
the  case  may  be,  are  hereinafter  sometimes  referred 
to  as  the  ^^ required  proportion."     The  holders  of 
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outstanding  junior  stock,  voting  as  a  class,  shall 
have  the  right  to  elect  the  remaining  members  of 
the  board  of  directors. 

(b)  During  any  default  period  such  voting  right 
of  the  holders  of  Prior  Preferred  Stock  may  be  ex- 
ercised initially  at  a  special  meeting  called  pursu- 
ant to  paragraph  (c)  of  this  Section  8  or  at  any 
annual  meeting  of  stockholders,  and  thereafter  at 
meetings  of  stockholders,  provided  that  neither  such 
voting  right  nor  the  right  of  the  holders  of  Prior 
Preferred  Stock  as  hereinafter  provided  to  increase 
in  certain  cases  the  authorized  number  of  directors 
shall  be  exercised  unless  a  quorum  of  the  holders 
of  Prior  Preferred  Stock  shall  be  present  in  person 
or  represented  by  proxy,  which  quorum  shall  con- 
sist of  the  holders  of  twenty-five  per  cent  (25%)  of 
the  number  of  shares  of  Prior  Preferred  Stock  out- 
standing. The  absence  of  a  quorum  of  the  holders 
of  junior  stock  shall  not  prevent  the  exercise  by 
the  holders  of  Prior  Preferred  Stock  of  such  voting 
right,  nor  shall  the  absence  of  a  quorum  of  the 
holders  of  Prior  Preferred  Stock  prevent  the  exer- 
cise by  the  holders  of  junior  stock  of  their  voting 
rights  as  stated  in  the  last  sentence  of  the  preced- 
ing paragraph  (a).  If  such  voting  right  of  the 
holders  of  Prior  Preferred  Stock  is  exercised  ini- 
tially at  a  special  meeting  called  pursuant  to  para- 
graph (c)  of  this  Section  8,  such  holders  shall  have 
the  right,  voting  as  a  class,  to  elect  the  required 
proportion  of  directors,  or,  during  a  majority  repre- 
sentation period,  such  additional  number  as  shall 
be    necessary    to    bring    the    number    of    directors 


46  United  States  of  America  vs. 

elected  by  holders  of  Prior  Preferred  Stock  up  to 
the  then  required  proportion,  such  election  to  be 
effected  either  by  the  filling  of  vacancies,  or  if  there 
are  no  vacancies  or  an  inadequate  number  thereof, 
by  making  such  increase  in  the  niunber  of  direc- 
tors as  shall  be  necessary,  and  the  election  of  direc- 
tors to  the  offices  so  created.  Any  such  increase 
shall  not  prevent  a  subsequent  increase  or  decrease 
in  the  nmnber  of  directors  by  appropriate  amend- 
ment of  the  by-laws  made,  in  any  manner  provided 
therein,  by  the  board  of  directors  or  the  holders  of 
Prior  Preferred  and  junior  stocks  voting  irrespec- 
tive of  classes,  provided  that  during  a  default 
period  no  such  amendiment  shall  (1)  reduce  the 
number  of  directors  elected  by  the  holders  of  Prior 
Preferred  Stock  to  less  than  the  required  propor- 
tion or  (2)  terminate  the  office  of  a  director  prior 
to  the  first  annual  meeting  of  stockholders  subse- 
quent to  his  election  at  which  directors  are  elected, 
except  with  the  written  consent  of  such  director. 
At  no  time  shall  the  by-laws  be  amended  so  as  to 
be  inconsistent  with  this  Section  8. 

(c)  Unless  the  holders  of  Prior  Preferred  Stock 
as  a  class  shall,  during  an  existing  minority  repre- 
sentation period  or  majority  representation  period, 
as  the  case  may  be,  have  previously  exercised  their 
right  to  elect  directors,  the  board  of  directors  may 
order,  or  any  stockholder  or  stockholders  owning 
in  the  aggregate  not  less  than  5%  of  the  total  num- 
ber of  shares  of  Prior  Preferred  Stock  outstand- 
ing, irrespective  of  series,  may  request,  the  calling 
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of  a  special  meeting  of  the  holders  of  Prior  Pre- 
ferred Stock  for  the  purpose  of  the  initial  exercise 
of  the  aforesaid  voting  right  of  the  holders  of  Prior 
Preferred  Stock  during  such  period,  which  meeting 
shall  thereupon  be  called  by  the  President,  a  Vice- 
President  or  the  Secretary  of  the  Company.  Notice 
of  such  meeting  shall  be  mailed  within  such  time 
as  may  be  required  by  the  by-laws  to  each  holder 
of  record  of  Prior  Preferred  Stock  at  his  last  ad- 
dress as  the  same  appears  on  the  books  of  the  Com- 
pany. Such  meeting  shall  be  called  for  a  time  not 
earlier  than  20  days  and  not  later  than  60  days  after 
such  order  or  request;  or  in  default  of  an  issue  of 
call  for  such  meeting  within  30  days  after  such 
order  or  request,  such  meeting  may  be  called  on 
similar  notice  by  any  stockholder  or  stockholders 
owning  in  the  aggregate  not  less  than  5%  of  the 
total  number  of  shares  of  Prior  Preferred  Stock 
outstanding,  irrespective  of  series.  Such  meeting 
shall  be  held  at  the  place  then  designated  by  the 
Company  as  the  place  for  the  holding  of  its  annual 
stockholders'  meetings. 

(d)  In  any  default  period  the  holders  of  Prior 
Preferred  and  junior  stocks  voting  irrespective  of 
classes  shall  continue  to  be  entitled  to  elect  the 
whole  number  of  directors  until  the  holders  of  Prior 
Preferred  Stock  shall  have  exercised  their  right  to 
vote  as  a  class  for  the  election  of  directors,  after 
the  exercise  of  which  right  (1)  the  directors  so 
elected  by  the  holders  of  Prior  Preferred  Stock 
shall  continue  in  office  until  their  successors  shall 
have  been  elected  by  such  holders  or  until  the  ex- 
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piration  of  the  default  period  by  the  declaration 
and  payment  or  setting  apart  for  payment  of  the 
requisite  dividends,  whichever  shall  first  occur,  and 

(2)  any  vacancies  in  the  board  of  directors  shall 
(except  as  provided  in  paragraph  (b)  of  this  Sec- 
tion 8)  be  filled  only  by  vote  of  a  majority  of  the 
remaining  directors  theretofore  elected  by  the  hold- 
ers of  the  class  of  stock  which  elected  the  director 
W'hose  office  shall  have  become  vacant,  or  if  there 
be  only  one  such  director  remaining,  then  by  vote 
of  such  director.  References  in  this  Section  8  to 
directors  elected  by  the  holders  of  a  particular  class 
of  stock  shall  include  directors  elected  by  such  di- 
rectors to  fill  vacancies  as  provided  in  clause  (2)  of 
the  foregoing  sentence. 

(e)  Immediately  upon  the  expiration  of  a  de- 
fault period  by  the  declaration  and  pajanent  or  set- 
ting apart  for  pajnnent  of  the  requisite  dividends, 
(1)  the  right  of  the  holders  of  Prior  Preferred 
Stock  to  vote  as  a  class  in  the  election  of  directors 
shall  cease,  (2)  the  term  of  all  directors  elected  by 
the  holders  of  Prior  Preferred  Stock  as  a  class  shall 
terminate,  and  (3)  the  number  of  directors  shall 
be  such  nimiber  as  may  be  provided  for  in  the  by- 
laws irrespective  of  any  increase  made  pursuant 
to  the  provisions  of  paragraph  (b)  of  this  Section 
8  (such  number  being  subject,  however,  to  altera- 
tion then  or  thereafter  in  any  manner  provided  in 
the  by-laws).  Any  vacancies  in  the  board  of  direc- 
tors effected  by  the  provisions  of  clauses  (2)  and 

(3)  in  the  preceding  sentence  may  be  filled  by  the 
remaining  directors. 
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9.  As  long  as  any  Prior  Preferred  Stock  is  out- 
standing the  Company  shall  not  without  the  con- 
sent of  the  holders  of  two-thirds  in  number  of 
shares  of  the  outstanding  Prior  Preferred  Stock, 
irrespective  of  series  except  as  otherwise  in  this 
Section  9  provided,  given  in  person  or  by  proxy  at 
a  meeting  of  stockholders  called  for  that  purpose, 
or  given  in  writing: 

(a)  amend  or  repeal  any  provision  of,  or  add 
any  provision  to,  the  Certificate  of  Incorporation 
of  the  Company,  if  such  action  would  alter  or 
change  the  preferences,  special  rights  or  powers  of 
the  Prior  Preferred  Stock  so  as  to  affect  such  Prior 
Preferred  Stock  adversely;  or 

(b)  increase  the  authorized  amount  of  the  Prior 
Preferred  Stock,  or  authorize  or  create  any  class 
of  stock  of  the  Company  having  any  preference  or 
priority  as  to  dividends  or  assets  superior  to  or  on 
a  parity  with  any  such  preference  or  priority  of 
the  Prior  Preferred  Stock,  or  authorized  or  create 
any  stock,  security,  debt  or  obligation  convertible 
into  any  stock  of  the  Company  having  any  such 
preference,  priority  or  equality;  or 

(c)  reclassify  outstanding  shares  of  stock  of  any 
class  ranking  after  the  Prior  Preferred  Stock  as 
to  dividends  or  assets  into  shares  of  stock  of  any 
class  ranking  on  a  parity  with  or  having  any  pref- 
erence over  the  Prior  Preferred  Stock  as  to  divi- 
dends or  assets;  or 

(d)  by  voluntary  action  dissolve,  liquidate,  or 
wind  up  the  Company,  or  sell  or  dispose  of  sub- 
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stantially  all  of  the  assets  of  the  Company,  or  effect 
the  merger  or  consolidation  of  the  Company  into 
or  with  any  corporation;  provided,  however,  that 
nothing  in  this  paragraph  (d)  shall  prevent,  or  re- 
quire the  consent  of  the  holders  of  any  proportion 
of  the  shares  of  Prior  Preferred  Stock,  as  a  class, 
to,  (i)  the  merger  or  consolidation  of  the  Company 
into  or  with  a  corporation  organized  under  the  laws 
of  the  State  of  California,  provided  that  such  cor- 
poration shall  upon  the  completion  of  such  merger 
or  consolidation,  succeed  or  have  succeeded  to  the 
ownership  of  the  business  and  assets  ow^ned  by  the 
Company  immediately  prior  to  such  merger  or  con- 
solidation, and  have  outstanding  a  structure  of  lia- 
bilities, capital  stock  and  surplus  substantially  simi- 
lar to  the  structure  of  the  Company  immediately 
prior  to  such  merger  or  consolidation,  and  the  hold- 
ers of  Prior  Preferred  Stock  of  each  series  shall 
thereafter  have,  or  shall  be  offered  in  exchange, 
stock  having  in  all  material  respects  the  same  pow- 
ers, preferences  and  rights  to  which  shares  of  Prior 
Preferred  Stock  of  such  series  were  entitled  imme- 
diately prior  to  such  merger  or  consolidation;  or 
(ii)  the  merger  into  the  Company  of  any  subsidiary 
company  or  companies  in  which  the  Company  owns 
or  controls,  directly  or  indirectly,  more  than  ninety 
per  cent  (90%)  of  the  outstanding  stock  entitled 
(at  the  time  immediately  preceding  such  merger)  to 
vote  for  directors  if  such  merger  shall  not  affect 
the  preferences,  special  rights  or  powers  of  the 
Prior  Preferred  Stock  so  as  to  affect  such  Prior 
Preferred  Stock  adversely;  or 
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(e)  declare  or  pay  any  dividends  on  junior  stock 
out  of  capital  surplus;  or  distribute  capital  to,  or 
purchase,  redeem  or  otherwise  acquire,  any  junior 
stock  of  the  Company,  except  in  exchange  for,  or 
by  conversion  into,  or  with  the  proceeds  of,  junior 
stock  issued  after  this  amendment  to  this  Article 
Fourth  becomes  effective;  or 

(f)  declare  any  dividend  on  any  junior  stock  of 
the  Company  if,  or  if  thereupon,  the  earned  surplus 
of  the  Company  available  for  dividends,  (as  deter- 
mined in  accordance  with  sound  accounting  prac- 
tice and  in  accordance  with  any  applicable  system 
of  accounts  prescribed  by  governmental  authorities) 
would  be  less  than  an  amount  equal  to  two  (2) 
years'  dividend  requirements  on  the  Prior  Pre- 
ferred Stock  at  the  time  outstanding;  provided, 
however,  that  nothing  in  this  paragraph  (f)  shall 
prevent  the  declaration  or  payment  of  any  cumula- 
tive preferred  dividends  on  the  Company's  $3 
Cumulative  Preferred  Stock  accruing  during  the 
period  from  the  effective  date  of  this  amendment 
to  June  30,  1943,  if  such  declaration  or  payment 
complies  with  the  provisions  of  Sections  2  and  3 
of  this  Subdivision  I;  or 

(g)  issue,  sell  or  otherwise  dispose  of: 

(i)  any  shares  of  Prior  Preferred  Stock  ex- 
cept an  initial  issue  of  60,000  shares  thereof,  or 

(ii)  any  shares  of  any  other  class  of  stock 
ranking  prior  to  or  on  a  parity  with  the  Prior 
Preferred  Stock  as  to  dividends  or  assets, 

unless  the  net  income  of  the  Company  determined 
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in  accordance  with  generally  accepted  accounting 
practice  to  be  available  for  the  payment  of  divi- 
dends for  a  period  of  twelve  consecutive  calendar 
months  within  the  fifteen  calendar  months  imme- 
diately preceding  the  issuance,  sale  or  disposition 
of  such  stock,  is  at  least  equal  to  three  and  one- 
half  times  the  annual  dividend  requirements  on  all 
outstanding  shares  of  Prior  Preferred  Stock  and  of 
all  other  classes  of  stock  ranking  prior  to  or  on  a 
l^arity  with  the  Prior  Preferred  Stock  as  to  divi- 
dends or  assets,  including  the  shares  proposed  to 
be  issued,  and  unless  the  income  of  the  Company 
for  said  period,  determined  in  accordance  with  such 
generally  accepted  accounting  practice  (but  in  any 
event  after  deducting  all  taxes  and  the  amount  for 
said  period  charged  by  the  Company  on  its  books  to 
depreciation  expense)  to  be  available  for  the  pay- 
ment of  interest,  shall  have  been  at  least  one  and 
three-fourths  times  the  sum  of  (i)  the  annual  in- 
terest charges  on  all  interest  bearing  indebtedness 
of  the  Company  which  will  be  outstanding  immedi- 
ately after  the  issuance  of  such  stock  proposed  to 
be  issued  and  (ii)  the  annual  preferred  dividend 
requirements  on  all  outstanding  shares  of  Prior 
Preferred  Stock  and  of  all  other  classes  of  stock 
ranking  prior  to  or  on  a  parity  with  the  Prior  Pre- 
ferred Stock  as  to  dividends  or  assets,  including 
the  shares  proposed  to  be  issued,  provided,  how- 
ever, that  in  the  event  the  Company  shall  have  ac- 
quired any  electric  plant  or  system  within  or  after 
the  particular  period  for  which  the  calculation  of 
the  earnings  of  the  Company  is  made,  or  shall  ac- 
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quire  such  plant  or  system  simultaneously  with  the 
issuance  of  such  stock,  then,  in  computing  such 
earnings  there  shall  be  included,  to  the  extent  that 
they  may  not  have  been  otherwise  included,  the  net 
eaiTiings  or  net  losses  of,  and  charges  applicable 
to,  such  acquired  plant  or  system  for  the  whole  of 
such  period,  such  net  earnings  or  net  losses  and 
charges  to  be  ascertained  and  computed  as  if  such 
acquired  plant  or  system  had  been  owned  by  the 
Company  during  the  whole  of  such  period. 

Provided,  however,  that: 

(i)  If  any  action  described  in  the  foregoing 
paragraph  (a)  would  affect  adversely  Prior  Pre- 
ferred Stock  of  less  than  all  series,  such  action  shall 
require  the  consent  of  the  holders  of  two-thirds 
(2/3ds)  in  number  of  shares  of  the  outstanding 
Prior  Preferred  Stock  of  such  series  only  as  may 
be  so  affected,  acting  as  a  class,  given  as  aforesaid ; 

(ii)  Any  action  specified  in  this  Section  9  as  re- 
quiring such  consent  of  the  holders  of  Prior  Pre- 
ferred Stock,  irrespective  of  series,  or  of  the  hold- 
ers of  Prior  Preferred  Stock  of  less  than  all  series, 
as  the  case  may  be,  may,  unless  provided  otherwise 
by  statute,  be  taken  with  such  consent,  and  with 
such  additional  vote  or  consent,  if  any,  of  holders  of 
junior  stock,  or  of  a  particular  class  or  classes  of 
junior  stock,  as  from  time  to  time  may  be  required 
by  law. 

Subdivision  II.    $3  Cimaulative  Preferred 
Stock 

1.     For  the  purposes  of  this  Subdivision  II  of 


54  United  States  of  America  vs, 

this  xirticle  Fourth  the  following  terms  shall  have 
the  following  meanings  unless  the  context  shall  oth- 
erwise require: 

(a)  the  term  *^this  amendment''  means  this 
amendment  to  this  Article  Fourth  of  the  Certificate 
of  Incorporation  of  the  Company.  References  to 
this  amendment  becoming  '^effective"  (or  to  the 
'* effective  date"  thereof)  shall  refer  to  the  filing 
(or  date  of  filing)  for  recording  in  the  office  of  the 
Recorder  of  New  Castle  County,  Delaware,  of  a 
copy  of  the  applicable  Certificate  of  Amendment, 
certified  by  the  Secretary  of  State  of  the  State  of 
Delaware. 

(b)  the  term  ''$3  Preferred  Stock"  means  the 
$3  Cumulative  Preferred  Stock  of  the  par  value  of 
$50  per  share  authorized  by  this  amendment.  ■ 

(c)  the  term  '^old  Preferred  Stock"  means  the 
Preferred  Stock  of  the  Company  of  the  par  value 
of  $100  per  share  outstanding  immediately  prior 
to  this  amendment  becoming  effective. 

2.  Upon  this  amendment  becoming  effective  each 
share  of  old  Preferred  Stock  shall  by  virtue  of  this 
amendment  be  automatically  reclassified  and  con- 
verted into  (a)  four-fifths  (4/5ths)  of  one  share  of 
$3  Preferred  Stock,  and  (b)  six  shares  of  Common 
Stock.  The  remaining  shares  of  $3  Preferred 
Stock  authorized  by  this  amendment  may  be  issued 
by  the  Company  from  time  to  time  for  such  con- 
sideration, not  less  than  the  par  value  thereof,  as 
may  be  fixed  from  time  to  time  by  the  board  of  di- 
rectors. 
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3.  Subject  to  the  applicable  provisions  of  Sub- 
division I  of  this  Article  Fourth  and  to  the  appli- 
cable provisions  of  any  resolution  of  the  board  of 
directors  lawfully  adopted  pursuant  to  the  provi- 
sions of  Section  1  of  said  Subdivision  I,  the  desig- 
nations, powers,  preferences  and  relative  and  other 
special  rights,  and  the  qualifications,  limitations 
and  restrictions  thereof,  of  the  $3  Preferred  Stock 
shall  be  as  set  forth  in  this  Subdivision  II. 

4.  Subject  to  compliance  with  the  provisions  of 
Sections  2  and  3  and  paragraphs  (e)  and  (f)  of 
Section  9  of  Subdivision  I,  the  holders  of  shares  of 
$3  Preferred  Stock  shall  be  entitled  to  receive,  when 
and  as  declared  by  the  board  of  directors,  out  of 
any  funds  or  assets  legally  available  for  that  pur- 
pose, preferential  cumulative  dividends  in  cash  as 
follows : 

(a)  in  the  case  of  each  share  of  $3  Preferred 
Stock  issued  upon  the  reclassification  and  conver- 
sion of  one  and  one-fourth  (1^/4)  share  of  old  Pre- 
ferred Stock  as  required  in  Section  2  of  this  Sub- 
division II,  an  amount  equal  to  the  aggregate  of: 

(i)  the  impaid  portion  of  the  cumulative  pre- 
ferred dividends  which  shall  have  accrued  on 
each  one  and  one-fourth  (li/4)  share  of  such  old 
Preferred  Stock  from  the  date  of  accrual  to  the 
1;^      effective  date  of  this  amendment;  and 

(ii)  cumulative  preferential  dividends  at  the 
'       rate  of  Three  Dollars  ($3)  per  share  per  an- 
num on  the  $3  Preferred  Stock  from  and  after 
the  effective  date  of  this  amendment;  and 
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(b)  in  the  case  of  all  other  shares  of  $3  Pre- 
ferred Stock,  cumulative  preferential  dividends  at 
the  rate  of  Three  Dollars  ($3)  per  share  per  an- 
num, which  dividends  shall  accrue  from  the  first 
day  of  the  quarter  in  which  such  shares  are  issued. 

Each  share  of  $3  Preferred  Stock  shall  rank  on 
a  parity  with  each  other  share  of  $3  Preferred 
Stock  with  respect  to  current  preferential  divi- 
dends. The  preferential  cumulative  dividends 
which  accrue  on  the  $3  Preferred  Stock  after  the 
effective  date  of  this  amendment  shall  be  payable 
quarterly  for  the  quarters  ending  on  the  last  days 
of  March,  June,  September  and  December  in  each 
year.  The  holders  of  shares  of  $3  Preferred  Stock 
shall  not  be  entitled  to  receive  any  dividends  over 
and  above  such  preferential  cumulative  dividends 
as  hereinbefore  provided  for,  and  such  dividends 
shall  not  bear  interest.  Such  preferential  cumula- 
tive dividends  shall  be  declared  and  paid  or  set 
apart  for  payment  in  full  for  all  previous  quarterly 
dividend  periods  before  the  declaration  of  pay- 
ment of  or  setting  apart  for  payment  of  any  divi- 
dends on,  or  the  making  of  or  setting  apart  of  any 
funds  or  assets  for  any  distribution  with  respect  to 
any  Common  Stock,  and  before  or  concurrently  with 
any  purchase  or  other  acquisition  of  any  Common 
Stock,  or  the  setting  apart  of  any  funds  or  assets 
for  such  purchase  or  acquisition.  At  any  time  after 
cumulative  preferred  dividends  on  the  $3  Preferred 
Stock  for  all  previous  quarterly  dividend  periods 
(including,  without  limitation,  preferred  dividends 
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accruing  prior  to  the  effective  date  of  this  amend- 
ment) shall  have  been  declared  and  paid  or  set  apart 
for  payment,  the  board  of  directors  may,  after  or 
concurrently  with,  but  not  before,  the  declaration 
of  full  preferential  dividends  on  the  $3  Preferred 
Stock  for  the  current  quarterly  dividend  period, 
and  also  subject  to  compliance  with  the  provisions 
of  Sections  2  and  3  and  paragraphs  (e)  and  (f )  of 
Section  9  of  Subdivision  I,  declare  dividends  (pay- 
able in  cash,  property  or  stock)  on  outstanding 
shares  of  Common  Stock  out  of  any  assets  legally 
available  for  that  purpose ;  provided,  however,  that 
no  dividends  on  any  Common  Stock  shall  be  paid, 
set  apart  for  payment,  or  be  payable,  before  full 
preferential  dividends  shall  have  been  paid  or  set 
apart  for  payment  on  the  $3  Preferred  Stock  for 
the  quarterly  dividend  period  for  which  such  divi- 
dend on  Common  Stock  shall  have  been  declared. 

5.  In  the  event  of  any  voluntary  or  involuntary 
liquidation,  dissolution  or  winding  up  of  the  Com- 
pany or  any  distribution  of  the  capital  of  the  Com- 
pany, the  holders  of  $3  Preferred  Stock  shall  be 
entitled  to  receive  from  the  assets  of  the  Company 
available  for  distribution  to  the  holders  of  stock 
junior  to  the  Prior  Preferred  Stock,  and  whether 
rperesented  by  capital,  surplus,  reserves  or  earn- 
ings, a  preferential  amount  in  cash  equal  to  the  par 
value  of  such  shares  of  $3  Preferred  Stock  together 
with  a  further  preferential  amount  in  cash  equal  to 
all  accrued  and  unpaid  cumulative  preferential 
dividends   thereon   to   the   date   payment   is   made 
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available  to  the  $3  Preferred  Stockholders;  all  of 
which  shall  be  paid  or  set  apart  for  payment  be- 
fore or  concurrently  with  the  payment  of  or  setting 
apart  for  payment  of  any  amount  for,  or  the  dis- 
tribution of  any  assets  of  the  Company  to,  the  hold- 
ers of  any  Common  Stock.  Each  share  of  $3  Pre- 
ferred Stock  shall,  on  the  basis  of  the  par  value 
thereof  plus  all  unpaid  accrued  dividends  thereon, 
rank  on  a  parity  with  each  other  share  of  $3  Pre- 
ferred Stock  (on  the  basis  of  the  par  value  thereof 
plus  all  unpaid  accrued  dividends  thereon)  with  re- 
spect to  the  preferential  amounts  payable  on  any 
distribution  of  assets  by  way  of  liquidation,  dissolu- 
tion or  winding  up  of  the  Company  and  no  such 
amount  shall  be  paid  or  set  apart  for  payment  on 
any  shares  of  $3  Preferred  Stock  unless  at  the  same 
time  amounts  in  like  proportion  to  the  respective 
preferential  amounts  to  which  each  other  share  is 
entitled,  shall  be  paid  or  set  apart  for  payment  on 
each  other  share  then  outstanding.  After  payment 
or  the  setting  apart  for  payment  to  the  holders  of 
the  Prior  Preferred  Stock  and  the  holders  of  $3 
Preferred  Stock  of  the  preferential  amounts  so  pay- 
able to  them,  all  the  remaining  assets  of  the  Com- 
pany shall  belong  to  and  be  distributable  pro  rata 
to  the  holders  of  Common  Stock. 

6.  The  voting  rights  of  holders  of  $3  Preferred 
Stock  and  of  Common  Stock  shall  be  as  set  forth 
in  Sections  7  and  8  of  Subdivision  I  of  this  Article 
Fourth. 
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Subdivision  III.     Common  Stock 

Each  share  of  Common  Stock  of  the  par  value 
of  $10  per  share  outstanding  at  the  time  this  amend- 
ment becomes  effective  shall  continue  to  be  a  share 
of  Common  Stock  of  the  par  value  of  $10  per  share. 
Additional  shares  of  authorized  Common  Stock,  in 
the  requisite  number,  shall  be  issued  to  effect  the 
reclassification  and  conversion  of  old  Preferred 
Stock  pursuant  to  Section  2  of  Subdivision  II.  The 
remaining  number  of  shares  of  Common  Stock  au- 
thorized by  this  amendment  may  be  issued  by  the 
Company  from  time  to  time  for  such  consideration, 
not  less  than  the  par  value  thereof,  as  may  be  fixed 
from  time  to  time  by  the  Board  of  Directors. 

Subdivision  IV.     Denial  of  Preemptive  Right 

No  holder  of  any  shares  of  any  class  of  stock  of 
the  Company  shall  be  entitled  as  of  right  to  sub- 
scribe for,  purchase  or  receive  any  shares  of  Prior 
Preferred  Stock  or  of  $3  Preferred  Stock  issued 
by  the  Company  (including  shares  of  Prior  Pre- 
ferred Stock  which  are  convertible  into  or  ex- 
changeable for  one  or  more  classes  of  junior  stock). 
Except  to  the  extent  that  the  holders  of  Prior  Pre- 
ferred Stock  of  any  series  may  be  granted  the  op- 
tional privilege  of  converting  such  stock  into,  or 
exchanging  such  stock  for,  one  or  more  classes  of 
junior  stock,  such  conversion  of  exchange  privilege 
being  stated  and  expressed  in  the  resolution  or  reso- 
lutions providing  for  the  issue  of  such  Prior  Pre- 
ferred Stock  of  such  series  adopted  by  the  board 
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of  directors,  no  holder  of  any  Prior  Preferred  Stock 
issued  by  the  Company,  as  such  holder,  shall  be  en- 
titled as  of  right  to  subscribe  for,  purchase  or  re- 
ceive any  shares  of  stock  of  any  class  issued  by  the 
Company.  No  holder  of  any  $3  Preferred  Stock  of 
the  Company,  as  such  holder,  shall  be  entitled  as  of 
right  to  subscribe  for,  purchase  or  receive  any 
shares  of  stock  of  any  class  issued  by  the  Company. 
No  holder  of  any  class  of  stock  of  the  Company,  as 
such  holder,  shall  be  entitled  as  of  right  to  sub- 
scribe for,  purchase  or  receive  any  shares  of  Com- 
mon Stock  issued  upon  the  reclassification  and 
conversion  of  old  Preferred  Stock  pursuant  to  the 
provisions  of  Section  2  of  Subdivision  II  or  issuable 
upon  the  exercise  by  the  holder  of  shares  of  Prior 
Preferred  Stock  of  any  series  of  any  optional  con- 
version or  exchange  privilege  stated  and  expressed 
in  the  resolution  or  resolutions  adopted  by  the  board 
of  directors  providing  for  the  issue  of  Prior  Pre- 
ferred Stock  of  such  series. 

IV. 

To  strike  out  the  eleventh  paragraph  of  Article 
Eighth  of  the  Certificate  of  Incorporation  as  here- 
tofore amended,  which  paragraph  now  reads  as  fol- 
lows : 

This  Corporation  reserves  the  right  to  amend, 
alter,  change,  or  repeal  any  provision  contained  in 
this  Certificate  of  Incorporation,  in  the  manner  now 
or  hereafter  prescribed  by  the  statutes  of  the  State 
of  Delaware,  and  also  the  right  to  reorganize  and 
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reincorporate  under  the  laws  of  any  other  state,  and 
all  rights  conferred  on  officers,  Directors,  and  stock- 
holders, are  granted  subject  to  these  reservations. 

and  to  insert  in  lieu  thereof  the  following: 

Subject  to  compliance  with  the  applicable  provi- 
sions of  Section  9  of  Subdivision  I  of  Article 
Fourth,  this  Corporation  reserves  the  right  to 
amend,  alter,  change,  or  repeal  any  provision  con- 
tained in  this  Certificate  of  Incorporation,  in  the 
manner  now  or  hereafter  prescribed  by  the  statutes 
of  the  State  of  Delaware,  and  also  the  right  to  reor- 
ganize and  reincorporate  under  the  laws  of  any 
other  state,  and  all  rights  conferred  on  officers.  Di- 
rectors, and  stockholders,  are  granted  subject  to 
these  reservations. 

I,  L.  G.  Peck,  Assistant  Secretary  of  California 
Electric  Power  Company,  do  hereby  certify  that 
the  above  is  a  full,  true  and  correct  copy  of  amend- 
ment to  the  Certificate  of  Incorporation  of  The 
Nevada-California  Electric  Corporation  (Name 
changed  June  30,  1941,  to  California  Electric  Power 
Company)  adopted  at  a  meeting  of  stockholders  of 
said  corporation  held  June  20,  1941. 

In  Witness  Whereof,  I  have  hereunto  set  my 
hand  and  affixed  the  seal  of  said  Company  this  4th 
day  of  August,  1949. 

[Seal]        /s/  L.  G.  PECK, 

Assistant  Secretary. 
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Exhibit  B 

Certified  Copy  of  Eesolution  Adopted  by  Board 
of  Directors  of  The  Nevada-California  Elec- 
tric Corporation 

(Name  Changed  June  30,  1941  to  California  Elec- 
tric Power  Company)  at  a  Meeting  Held 
May  29,  1941. 

Resolved,  that,  at  such  time  as  the  President 
may  deem  advisable,  the  Corporation  shall  make 
an  offer  to  the  holders  of  the  existing  preferred 
stock,  for  acceptance  within  20  days  of  the  mak- 
ing of  such  offer  or  within  such  extended  period 
as  the  Board  may  direct,  to  issue  one-fifth  of  a 
share  of  $3  preferred  stock  and  to  pay  one  dollar 
in  cash  to  the  holder  of  each  share  of  existing 
preferred  stock  who  shall  accept  such  stock  and 
such  payment  in  full  settlement  of  the  right  of 
such  holder  to  all  cumulative  preferred  dividend 
arrearages  which  shall  have  accrued  on  such  exist- 
ing preferred  stock  to  and  including  June  30, 
1941,  provided  that  the  consummation  of  such 
settlement  of  said  arrears  and  the  issuance  of  said 
$3  preferred  stock  and  the  payment  of  said  cash 
shall  be  contingent  upon  the  amendments  to  the 
Certificate  of  Incorporation  of  the  Corporation 
which  have  this  day  been  declared  advisable  by 
the  Board  of  Directors  becoming  effective  under 
the  laws  of  the  State  of  Delaware,  and  further 

Resolved,  that  in  the  event  that  such  amendments 
become  effective  the  proper  officers  of  the  Corpora- 
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tion  shall  be  authorized  to  execute  and  deliver 
stock  certificates  representing  the  shares  of  $3  pre- 
ferred stock  issuable  upon  such  settlement,  either 
separate  from  or  in  conjunction  with  the  issuance 
of  shares  of  $3  preferred  stock  issued  pursuant  to 
the  reclassification  provisions  of  such  amendments. 


I,  L.  G.  Peck,  Assistant  Secretary  of  California 
Electric  Power  Company,  do  hereby  certify  that 
the  foregoing  is  a  full,  true  and  correct  copy  of  a 
resolution  adopted  by  the  Board  of  Directors  of 
The  Nevada-California  Electric  Corporation  at  a 
meeting  of  said  Board  duly  held  on  the  29th  day 
of  May,  1941,  a  quorum  of  said  Board  being 
present. 

In  Witness  Whereof,  I  have  hereunto  set  my 
hand  and  affixed  the  seal  of  said  Company  this 
4th  day  of  August,  1949. 

[Seal]        /s/  L.  G.  PECK, 

Assistant   Secretary. 

[Endorsed]:     Filed  December   5,   1949. 
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In  the  District  Court  of  the  United  States  South- 
ern District  of  California,   Central  Division 

No.  7888-BH 

CALIFORNIA      ELECTRIC      POWER      COM- 
PANY, a  corporation. 

Plaintiff, 

vs. 

UNITED   STATES   OP   AMERICA, 

Defendant. 

OPINION 

Appearances : 

DEMPSEY,   THAYER,  DEIBERT   & 
KUMLER,  Esqs. 

1104  Pacific  Mutual  Building 
Los  Angeles   14,   California, 
Attorneys  for   Plaintiff, 

ERNEST  A.   TOLIN,   Esq., 
United  States  Attorney, 

E.  H.  MITCHELL,  and 
EDWARD   R.  McHALE,  Esqs., 

Assistant  United  States  Attorneys, 

EUGENE  HARPOLE  and 
JAMES  D.  PETTUS,  Esqs., 

Special    Attorneys,    Bureau    of    Internal 
Revenue, 
Attorneys  for  Defendant. 

U.  S.  Post  Office  and  Court  House 
Los  Angeles  12,  California, 
This  is  an  action  to  recover  the  sum  of  $4,549.51, 
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alleged  to  have  been  erroneously  exacted  from  the 
plaintiff,  under  Section  1802(a)  of  the  Internal 
Eevenue  Code,  Title  26,  U.S.C.A.,  prior  to  the 
amendment  of  1947,  as  a  documentary  stamp  tax 
upon  a  certain  issue  of  stock  by  plaintiff.  The 
question  for  decision  is  whether  the  entire  issue 
or  only  a  part  thereof  of  plaintiff's  new  preferred 
stock  constituted  an  original  issue  within  the 
meaning  of  Section  1802(a).  The  facts  were  stipu- 
lated and  are  substantially  as  follows: 

Prior  to  the  time  of  the  recapitalization  in  June 
of  1941,  plaintiff's  capital  stock  consisted  of  105,- 
023  preferred  shares,  each  having  a  par  value  of 
$100.00,  and  84,683  common  shares,  each  having 
a  value  of  $10.00.  The  stamp  tax  due  on  this  stock 
had  been  paid.  On  June  20,  1941,  the  certificate  of 
incorporation  was  amended  to  provide  that  each 
of  the  outstanding  shares  of  old  preferred  stock 
were  to  be  automatically  converted  into  4/5  share 
of  $3.00  cumulative  preferred  stock  of  a  par  value 
of  $50.00  each,  and  six  shares  of  common  stock  of 
a  par  value  of  $10.00  each.  This  amendment  was 
to  be  effective  June  30,  1941.  This  change  did  not 
affect  the  proportionate  interests  of  the  sharehold- 
ers in  the  corporation's  assets.  By  itself  this  trans- 
action would  have  been  free  of  any  stamp  tax. 

However,  on  June  30,  1941,  the  effective  date  of 
the  amendment,  the  unpaid  cumulative  dividends 
on  the  old  preferred  stock  were  $11.00  per  share. 
To  settle  the  arrearages  of  dividends  the  Board  of 
Directors   had  previously,   by   resolution,   on   May 
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29,  1941,  authorized  the  making  of  an  offer  to  the 
preferred  shareholders  of  1/5  share  of  $3.00  cumu- 
lative preferred  stock  and  $1.00  in  cash  in  full 
settlement  of  all  arrearages  on  each  share.  The 
offer  was  to  remain  open  until  June  25,  1941,  and 
was  contingent  on  the  amendment  of  the  certificate 
of  incorporation  by  the  shareholders. 

Pursuant  to  the  plan  for  settlement  of  the  divi- 
dend arrearages  plaintiff  issued  new  $3.00  stock  on 
a  one  new  for  five  old  basis  to  the  shareholders  ac- 
cepting the  offer.  Upon  completion  of  the  ex- 
change, new  capital  sufficient  to  pay  the  dividend 
arrearages  was  transferred  from  surplus  to  the 
preferred  stock  account,  so  that  the  interest  of  the 
preferred  stockholders  accepting  the  offer  was 
transmuted  from  a  claim  for  dividends  into  addi- 
tional shares  of  stock  representing  capitalized 
surplus. 

Stated  simply  for  the  purposes  of  illustration, 
the  two  transactions  may  be  compared  as  follows: 
If  shareholder  A  had  50  shares  of  the  original  pre- 
ferred stock,  following  the  amendment  he  now  has 
40  shares  of  the  new  preferred  stock.  If  he  ac- 
cepts the  offer  of  stock  for  dividend  arrearages  he 
receives  ten  additional  shares  of  the  new  preferred 
stock  and  $50.00  in  cash.  At  the  same  time  there 
is  a  transfer  from  surplus  to  the  capital  stock  ac- 
count of  an  amount  equal  to  the  share  value  of  the 
10  additional  shares. 

If  shareholder  B  had  50  shares  of  the  original 
preferred  stock,  following  the  amendment  he  also 
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now  has  40  shares  of  the  new  preferred  shares.  If 
he  does  not  accept  the  offer  of  the  stock  for  the 
dividend  arrearages  he,  of  course,  receives  no  ad- 
ditional shares  and  there  is  no  transfer  of  any 
surplus  to  the  preferred  stock  account.  As  to 
shareholder  B,  there  has  been  no  change  except  an 
exchange  of  old  preferred  shares  for  new  preferred 
shares.  His  proportionate  claim  against  the  corpo- 
ration's assets  remains  unchanged. 

The  plaintiff  admits  that  the  shares  issued  in 
satisfaction  of  the  unpaid  dividends  were  within 
the  meaning  of  the  term  ^^ original  issue''  and  con- 
cedes the  tax  upon  them. 

The  Commissioner  conceded  that  no  tax  was  due 
upon  the  new  issue  of  the  common  stock  but  de- 
termined that  the  transfer  of  the  surplus  to  the 
preferred  stock  account  resulted  in  the  dedication 
of  additional  capital;  that  this  represented  capital 
upon  which  no  previous  issue  tax  had  ever  been 
paid;  and  that  the  old  capital  and  the  new  capital 
were  so  intermingled  that  it  is  impossible  to  de- 
termine which  specific  shares  are  represented  by 
new  capital  added  to  the  preferred  stock  account. 

The  tax  w^as  paid  under  protest  and  the  claim  for 
refund  was  denied. 

The  applicable  statute  at  the  time  of  the  issue. 
Section  1802(a),  imposed  a  stamp  tax  on  the 
original  issues  of  capital  stock.  The  tax  applies 
to  each  original  issue  (whether  on  organization  or 
reorganization)  of  certificates  (or  shares  issued 
without  certificate)    of  stock,  or  of  profits,  or  of 
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interests  in  property  or  accumulations  by  any  cor- 
poration. 

The  government  contends  that  the  entries  upon 
the  corporate  books  fail  to  disclose  any  shared 
specifically  designated  as  a  substitution  for  old 
certificates.  It  suggests  that  inasmuch  as  no  shares 
were  issued  in  lieu  of  any  certain  specified  shares 
and  no  specific  certificates  charged  against  any 
particular  segment  of  the  capital  or  surplus,  it  is 
impossible  to  classify  the  entire  issue  as  other  than 
original.  This  is  the  same  argument  advanced  in 
U.  S.  V.  Pure  Oil  Co.,  135  F.  (2d)  578,  a  decision 
of  the  7th  Circuit  on  substantially  the  same  facts 
as  we  have  in  the  instant  case. 

The  court  in  U.  S.  v.  Pure  Oil  Co.,  supra,  re- 
fused to  adopt  this  contention.  Speaking  of  the 
issue  of  stock  by  the  Pure  Oil  Company  the  court 
stated : 

*^*  *  *  It  accomplished  nothing  other  than 
replacement  of  older  preferred  stock  with 
new,  smaller  dividend  stock;  the  holders  re- 
tained the  same  proportionate  interests  in  the 
capital  assets.  The  additional  shares  issued  in 
satisfaction  of  unpaid  dividends  represented  the 
only  contribution  to  capital  effectuated;  that 
and  that  alone  was  an  original  issue,  (citing 
numerous  cases)   (underscoring  supplied). 

^**  *  *  The  undisputed  fact  is  that  the  old 
preferred  stock  was  exchanged  share  for  share 
and  the  dividend  arrears  satisfied  by  issuance 
of  additional  shares.     Whatever  the  book  en- 
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tries,  the  only  new  thing  that  could  properly 
have  gone  into  the  capital  account  was  the 
contribution  by  the  shareholders  of  their  un- 
paid dividends  to  the  corporation  in  consider- 
ation of  which  they  received  the  additional 
shares." 

The  government  criticises  this  decision,  at  the 
same  time  it  did  not  endeavor  to  justify  its  at- 
tempted exaction  of  over  $20,000.00  by  applying 
for  a  writ  of  certiorari.  It  is  interesting  to  note 
that  Circuit  Judge  Minton,  now  a  member  of  the 
Supreme  Court  of  the  United  States  concurred  in 
said  opinion. 

The  government  cites  American  Gas  &  Electric 
Co.  V.  U.  S.  69  F.  Supp.  614  (D.C.,  N.Y.)  in  sup- 
port of  its  contention  that  the  two  issues  were  so 
intermingled  that  they  must  be  treated  as  one.  This 
decision  is  not  critical  of  the  Pure  Oil  case  as  con- 
tended by  the  government.  Judge  Caffey  clearly 
distinguished  the  two  cases  on  the  facts  and  I  think 
attempted  to  justify  his  conclusions  by  stating  on 
page  620  as  follows: 

u*  -jt  *  Apparent  hardship  to  the  taxpayer 
does  not  justify  a  departure  from  the  literal 
language  of  the  statute.'' 

The  government  urges  two  decisions  of  the  Ninth 
Circuit  as  authority  for  its  position  in  this  case, 
Rio  Grande  Oil  Co.  v.  Welch,  101  F.  2d  454,  and 
Southern  Pacific  Co.  v.  Berliner  176  F.  2d  671. 
Both  of  these  cases  are  clearly  distinguished  from 
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the  present  ease  on  the  facts.  In  the  Southern 
Pacific  case  Judge  Healy  did  not  mention  the  Pure 
Oil  case,  which  indicates  he  recognized  that  factu- 
ally they  were  not  comparable.  The  failure  to 
refer  to  it  was  intentional  as  it  was  cited  on 
another  point  in  the  opinion  writen  by  Judge  Roche 
in  the  District  Court  in  Southern  Pacific  Co.  v. 
Berliner,  78  P.  Supp.  696-697. 

The  authorities  cited  by  the  government  in  sup- 
port of  its  interpretation  of  the  statute  created 
serious  inequities.  Congress,  recognizing  the  in- 
equities created  by  the  interpretation  placed  upon 
the  statute  by  the  Commissioner,  supported  by  the 
courts,  put  a  stop  to  the  same  by  the  amendment 
of  1947.  While  the  amendment  is  not  retroactive, 
it  clearly  indicates  that  the  interpretation  of  the 
former  act  did  not  meet  the  approval  of  Congress. 
Under  such  circumstances,  I  see  no  reason  why  I 
should  meekly  submit  to  the  Commissioner's  rul- 
ings thereby  helping  to  perpetuate  an  inequity 
that  Congres  has  already  recognized  and  precluded 
its  repetition  in  the  future. 

From  the  stipulation  of  facts  I  find  that  the  two 
transactions  were  sufficiently  separate  and  apart 
to  permit  the  necessary  allocation.  The  method  of 
keeping  the  records  is  not  controlling  (So.  Pac.  Co. 
v.  Berliner,  176  F.  2d  671).  In  a  transaction  such 
as  we  have  in  this  case,  there  is  no  apparent  dif- 
ficulty in  allocating  the  increase  in  capital  to  the 
shares  issued  in  lieu  of  dividends.  The  Pure  Oil 
case  is  very  persuasive  and  also  very  refreshing 
and  I  am  accepting  it  as  my  guide  in  this  case. 
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Plaintiff  is  entitled  to  judgment  as  prayed  for. 
Counsel  for  the  plaintiff  is  directed  to  submit  pro- 
posed finding  and  judgment  within  fifteen  days 
from  date  hereof. 

Dated:     This  16th  day  of  March,  1950. 

/s/  BEN  HARRISON, 
Judge. 

[Endorsed] :     Filed  March  16,  1950. 


[Title  of  District  Court  and  Cause.] 

FINDINGS  OF  FACT  AND 
CONCLUSIONS  OF  LAW 

The  above-entitled  cause  was  submitted  to  the 
Court  for  decision  on  December  5,  1949,  by  Plain- 
tiff's attorney,  Arthur  H.  Deibert,  and  Defendant's 
attorney,  Eugene  Harpole,  on  a  stipulation  of  facts, 
briefs  were  filed  by  each  of  the  parties  and  the 
Court  having  fully  considered  the  same  hereby 
makes  the  following  special  Findings  of  Fact: 

Findings  of  Fact 

I. 

That  California  Electric  Power  Company  (for- 
merly named  The  Nevada-California  Electric  Cor- 
poration) is  a  corporation  duly  organized  and 
existing  under  and  by  virtue  of  the  laws  of  the 
State  of  Delaware,  duly  licensed  to  engage  in  busi- 
ness in  the   State   of  California;   that   California 
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Electric  Power  Company's  principal  office  is  lo- 
cated at  3771  Eighth  Street,  City  of  Riverside, 
County  of  Riverside,  State  of  California,  and  in 
the  Southern  Judicial  District  of  California,  Cen- 
tral Division. 

II. 
That  the  documentary  stamp  taxes  here  involved, 
in  the  amount  of  $4,549.51,  were  paid  on  or  about 
January  28,  1942,  by  the  California  Electric  Power 
Company  to  Ralph  Nicholas,  the  duly  appointed, 
qualified  and  acting  Collector  of  Internal  Revenue 
for  the  collection  district  comprising  the  State  of 
Colorado. 

III. 

That  prior  to  recapitalization  on  June  30,  1941 
the  Plaintiff's  capital  stock  consisted  of  105,023 
preferred  shares  having  a  par  value  of  $100.00  per 
share,  and  84,683  common  shares  having  a  par 
value  of  $10.00  per  share.  The  stamp  tax  on  this 
stock  had  been  paid.  ^ 

IV. 

That  on  June  20,  1941,  Plaintiff's  certificate  of 
incorporation  was  amended  to  provide  that  each 
of  the  outstanding  shares  of  old  preferred  stock 
were  to  be  automatically  converted  into  4/5  share 
of  $3.00  cumulative  preferred  stock  of  a  par  value 
of  $50.00  each,  and  six  shares  of  common  stock  of 
a  par  value  of  $10.00  each.  This  amendment  was 
to  be  and  became  effective  June  30,  1941.  This 
change  did  not  affect  the  proportionate  interests 
of  the  shareholders  in  the  corporation's  assets. 
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V. 

That  the  Commissioner  of  Internal  Revenue  has 
conceded  that  no  stamp  tax  is  due  by  virtue  of  the 
issuance  of  the  aforesaid  new  common  stock. 

VI. 

That  on  June  30,  1941,  unpaid  Cumulative  Pre- 
ferred dividends  on  the  old  Preferred  Stock  of 
California  Electric  Power  Company  amounted  to 
$11.00  per  share. 

■  VII. 

That  in  order  to  settle  the  arrearages  of  divi- 
dends the  Board  of  Directors  had  previously,  by 
resolution,  on  May  29,  1941,  authorized  the  making 
of  an  offer  to  the  preferred  shareholders  of  1/5 
share  of  $3.00  cumulative  preferred  stock  and 
$1.00  cash  in  full  settlement  of  all  arrearages  on 
each  share.  The  offer  was  to  remain  open  until 
June  25,  1941,  and  was  contingent  on  the  amend- 
ment of  the  certificate  of  incorporation  by  the 
shareholders. 

VIII. 

That  pursuant  to  the  plan  for  settlement  of  the 
dividend  arrearages  Plaintiff  issued  new  $3.00 
stock  on  a  one  new  for  five  old  basis  to  the  share- 
holders accepting  the  offer.  Upon  completion  of 
the  exchange,  new  capital  sufficient  to  pay  the 
dividend  arrearages  was  transferred  from  surplus 
to  the  preferred  stock  account,  so  that  the  interest 
of  the  preferred  stockholders  accepting  the  offer 
was  transmuted  from  a  claim  for  dividends  into 
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additional  shares  of  stock  representing  capitalized 
surplus. 

IX. 
That  the  number  of  shares   of  new  Preferred 
Stock  at  $50.00  per  share  issued  up  to  January  24, 
1942  was  103,398. 

X. 

That  the  Plaintiff  concedes  liability  and  has  paid 
the  stamp  tax  due  upon  the  shares  issued  in  settle- 
ment of  dividend  arrearages.  J 

XI. 

That  the  Commissioner  determined  that  the 
transfer  of  the  surplus  to  the  preferred  stock  ac- 
count resulted  in  the  dedication  of  additional 
capital;  that  this  represented  capital  upon  which 
no  previous  issue  tax  had  ever  been  paid;  and  that 
the  old  capital  and  the  new  capital  were  so  inter- 
mingled that  it  is  impossible  to  determine  which 
specific  shares  are  represented  by  new  capital 
added  to  the  preferred  stock  account. 

XII.  ^ 

That  Plaintiff,  pursuant  to  the  aforesaid  ruling 
of  the  Commissioner,  paid  the  sum  of  $4,549.51 
here  in  question  under  protest.  This  sum  repre- 
sents the  difference  between  the  amount  conceded 
to  be  due  by  Plaintiff  on  stock  issued  in  settlement 
of  dividend  arrearages  and  that  asserted  by  the 
Commissioner  upon  the  entire  issue  of  new  pre- 
ferred stock  up  to  January  24,  1942. 
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XIII. 

That  on  or  about  January  24,  1946,  California 
Electric  Power  Company  filed  with  the  Collector 
of  Internal  Revenue  at  Denver,  Colorado,  a  Claim 
for  Refund  of  stamp  taxes  paid  in  the  amount  of 
$4,549.51,  together  with  interest  thereon  as  pro- 
vided by  law. 

XIV. 

That  the  Commissioner  of  Internal  Revenue,  by 
letter  dated  June  16,  1947,  rejected  said  Claim  for 
Refund  filed  on  or  about  January  24,  1946,  as 
aforesaid. 

From  these  facts,  the  Court  concludes: 

Conclusions  of  Law 

I. 

That  the  failure  of  the  Plaintiff  to  issue  specific 
shares  in  lieu  of  certain  specified  shares  or  the 
failure  to  charge  specific  shares  against  any  par- 
ticular segment  of  capital  or  surplus  does  not 
necessarily  make  the  entire  issue  of  stock  an 
original  issue.    Book  entires  alone  are  not  decisive. 

II. 

The  issuance  of  new  preferred  stock  in  partial 
satisfaction  of  dividend  arrearages  w^as  a  suf- 
ficiently separate  and  distinct  transaction  from  the 
exchange  of  new  preferred  stock  for  old  as  to  allow 
an  allocation  to  be  made  between  the  new  capital 
thereby  added  and  the  old  capital  for  which  the 
exchange  was  made. 
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III. 

The  only  new  capital  which  was  dedicated  by 
these  transactions  was  that  attributable  to  the  issu- 
ance of  new  preferred  stock  in  partial  settlement 
of  dividend  arrearages  and  the  shares  so  issued 
constituted  the  only  original  issue  of  stock  within 
the  meaning  of  Section  1802(a)  Internal  Revenue 
Code  as  it  existed  prior  to  January  24,  1942. 

IV. 

The  issuance  of  new  preferred  stock  in  exchange 
for  old  preferred  stock  did  not  constitute  an 
*^ original  issue''  of  stock  within  the  meaning  of 
Section  1802(a)  of  the  Internal  Revenue  Code  as 
it  existed  prior  to  January  24,  1942,  and  that  no 
tax  was  therefore  due  upon  the  issuance  thereof. 

V. 

Plaintiff  is  entitled  to  judgment  as  prayed. 

Dated:    April  17,  1950. 

/s/  BEN  HARRISON, 
Judge. 

Approved  as  to  Form: 

/s/  EUGENE  HARPOLE, 
Special  Attorney, 
Bureau  of  Internal 
Revenue.  :" 

[Endorsed]:    Filed  April  17,  1950. 


Calif,  Electric  Power  Co.,  etc.  11 

In  the  District  Court  of  the  United  States,  South- 
ern District  of  California,  Central  Division 

N.  7888-BH 

CALIFORNIA     ELECTRIC      POWER      COM- 
PANY, a  Corporation, 

Plaintiff, 

vs. 


UNITED   STATES   OF  AMERICA, 

Defendant. 


I 


JUDGMENT 


The  above-entitled  cause  came  before  the  Court 
sitting  without  a  jury  on  December  5,  1949.  Plain- 
tiff was  present  in  Court  and  represented  by  its 
Counsel,  Arthur  H.  Deibert,  and  Defendant  was 
present  in  Court  and  represented  by  its  Counsel, 
Eugene  Harpole.  The  cause  was  thereupon  sub- 
mitted to  the  Court  upon  a  stipulation  of  facts 
signed  by  attorneys  for  the  parties  hereto.  Briefs 
were  filed  on  behalf  of  the  parties  hereto.  There- 
after, the  Court,  having  fully  considered  the  facts 
and  the  briefs  and  being  fully  advised  in  the 
premises,  ordered  preparation  of  its  findings  of 
fact  and  conclusions  of  law  and  judgment. 

Wherefore,  by  reason  of  the  law  and  the  evi- 
dence and  the  findings  of  fact  and  conclusions  of 
law  of  the  Court  which  have  been  filed  and  the 
premises  aforesaid. 

It  Is  Ordered,  Adjudged  and  Decreed,  and  this 
does  order,  adjudge  and  decree  that  the  Plaintiff 
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have  judgment  against  and  have  and  recover  of  and 
from  the  Defendant  named  above  the  sum  of 
$4,549.51,  plus  interest  thereon  from  January  28, 
1492,  imtil  paid. 

Done  and  dated  at  Los  Angeles,  California,  this 
17th  day  of  April,  1950. 

/s/  BEN  HARRISON, 

United  States  District  Judge. 

Approved  as  to  Form: 

/s/  EUGENE  HARPOLE, 
Special  Attorney, 
Bureau  of  Internal 
Revenue. 

Judgment  entered  April  17,  1950. 
[Endorsed]:    FUed  April  17,  1950. 
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[Title  0  District  Court  and  Cause.] 

NOTICE  OF  APPEAL 

Notice  is  hereby  given  that  the  United  States  of 
America,  the  above-named  defendant,  hereby  ap- 
peals to  the  United  States  Court  of  Appeals  for 
the  Ninth  Circuit  from  the  final  judgment  entered 
in  this  action  on  May  17,  1950. 

Dated:  June  12,  1950. 

/s/  ERNEST  A.  TOLIN, 

United  States  Attorney. 

By  /s/  E.  H.  MITCHELL, 

Assistant  United  States 
Attorney. 

Receipt  of  copy  acknowledged. 
[Endorsed]:    Filed  June  14,  1950. 


f 


[Title  of  District  Court  and  Cause.] 

STATEMENT  OF  POINTS  UPON  WHICH 
DEFENDANT  (AS  APPELLANT)  IN- 
TENDS TO  RELY  ON  APPEAL 

The  defendant,  upon  its  appeal  from  the  judg- 
ment entered  in  the  above  cause  on  April  17,  1950, 
intends  to  rely  upon  the  following  points: 

1.  The  Court  erred  by  concluding  that,  in  the 
conversion    of    plaintiff's    outstanding    preferred 


80  United  States  of  America  vs. 

stock  to  new  preferred  stock,  the  issuance  of  the 
new  preferred  in  partial  satisfaction  of  dividend 
arrearage  was  sufficiently  separate  and  distinct 
from  the  exchange  of  new  preferred  stock  from 
the  old  preferred  stock  as  to  allow  an  allocation 
to  be  made  between  the  new  and  the  old  capital. 

2.  The  Court  erred  by  failing  to  conclude  that 
the  new  capital,  consisting  of  dividend  arrearages, 
was  added  to  and  commingled  with  the  old  capital 
of  the  preferred  capital  stock  account  so  that  the 
added  capital  could  not  be  identified  with  specific 
shares  of  the  new  preferred  stock  and,  therefore, 
an  original  issue  tax  was  incurred  as  to  103,398 
shares  of  the  new  preferred  stock. 

3.  The  Court  erred  by  having  judgment  entered 
for  the  plaintiff. 

Dated  June  12,  1950. 

/s/  ERNEST  A.  TOLIN, 

United  States  Attorney. 

By  /s/  E.  H.  MITCHELL, 

Assistant  United  States 
Attorney. 

Receipt  of  copy  acknowledged. 

[Endorsed]:    Filed  June  14,  1950.  I^ 
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[Title  of  District  Court  and  Cause.] 

DESIGNATION  OF  RECORD  ON  APPEAL 

Comes  now  the  above-named  defendant  and 
hereby  designates  the  portions  of  the  record  and 
proceedings  to  be  contained  in  the  record  on  ap- 
peal herein: 

The  defendant  designates  the  entire  record 
herein,  including  the  Complaint,  the  Answer,  the 
Stipulation  of  Pacts,  including  the  exhibits  at- 
tached thereto  and  made  a  part  thereof,  the  De- 
cision of  the  Court,  the  Court's  Findings  of  Fact 
and  Conclusions  of  Law  and  the  Judgment  as 
entered. 

Dated  this  12th  day  of  June,  1950. 

/s/  ERNEST  A.   TOLIN, 

United  States  Attorney. 

By  /s/  E.  H.  Mitchell, 

Assistant  United  States 
Attorney. 

Receipt  of  copy  acknowledged. 
[Endorsed] :     Filed  June  14,  1950. 


[Title  of  District  Court  and  Cause.] 

CERTIFICATE  OF  CLERK 
I,  Edmund  L.  Smith,  Clerk  of  the  United  States 
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District  Court  for  the  Southern  District  of  Cali- 
fornia, do  hereby  certify  that  the  foregoing  images 
numbered  from  1  to  69,  inclusive,  contain  the 
original  Complaint;  Answer;  Stipulation  of  Facts; 
Opinion;  Findings  of  Fact  and  Conclusions  of 
Law;  Judgment;  Notice  of  Appeal;  Statement  of 
Points  Upon  Which  Appellant  Intends  to  Rely 
on  Appeal  and  Designation  of  Record  on  Appeal 
which  constitute  the  record  on  appeal  to  the  United 
States  Court  of  Appeals  for  the  Ninth  Circuit. 

Witness  my  hand  and  the  seal  of  said  District 
Court  this  12th  day  of  July,  A.D.  1950. 

EDMUND  L.  SMITH, 

Clerk. 

[Seal]  By  /s/  THURMON  HOCKE, 
Chief  Deputy. 


[Endorsed]:  No.  12611.  United  States  Court 
of  Appeals,  for  the  Ninth  Circuit.  United  States 
of  America,  Appellant,  vs.  California  Electric 
Power  Company,  a  corporation.  Appellee.  Tran- 
script of  Record.  Appeal  from  the  United  States 
District  Court  for  the  Southern  District  of  Cali- 
fornia, Central  Division. 

Filed  July  14,  1950. 

/s/  PAUL  P.  O'BRIEN, 
Clerk  of  the  United  States  Court  of  Appeals  for 
the  Ninth  Circuit. 
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In  The  United  States  Court  of  Appeals 
for  the  Ninth  Circuit 

Undocketed 

UNITED  STATES  OF  AMERICA, 

Appeallant, 
vs. 

CALIFORNIA      ELECTRIC      POWER      COM- 
PANY, a  Corporation, 

%.  Appellee. 

APPELLANT  ^S     STATEMENT     OF     POINTS 
TO  BE  RELIED  UPON  ON  APPEAL 

Pursuant  to  the  provisions  of  Rule  19(6)  of  the 
Rules  of  Practice  of  the  United  States  Court  of 
Appeals  for  the  Ninth  Circuit,  Appellant  hereby 
designates  the  following  points  upon  which  it  in- 
tends to  rely  in  its  appeal  in  the  above-entitled 
case: 

1.  The  Court  erred  by  concluding  that,  in  the 
conversion  of  Plaintiff -Appellee's  outstanding  pre- 
ferred stock  to  new  preferred  stock,  the  issuance 
of  the  new  preferred  in  partial  satisfaction  of  divi- 
dend arrearage  was  sufficiently  separate  and  dis- 
tinct from  the  exchange  of  new  preferred  stock 
from  the  old  preferred  stock  as  to  allow  an  alloca- 
tion to  be  made  between  the  new  and  the  old 
capital. 

2.  The  Court  erred  l)y  failing  to  conclude  that 
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the  new  capital,  consisting  of  dividend  arrearages, 
was  added  to  and  commingled  with  the  old  capital 
of  the  preferred  capital  stock  account  so  that  the 
added  capital  could  not  be  identified  with  specific 
shares  of  the  new  preferred  stock  and,  therefore, 
an  original  issue  tax  was  incurred  as  to  103,398 
shares  of  the  new  preferred  stock. 

3.     The    Court   erred   by   having   judgment   en- 
tered for  the  Plaintiff -Appellee. 

Dated:    This  10th  day  of  July,  1950. 

ERNEST  A.  TOLIN, 

United  States  Attorney. 

E.  H.  MITCHELL,  and 

EDWARD  R.  McHALE, 

Assistant  United  States 
Attorneys. 

EUGENE   HARPOLE,   and 

FRANK  W.  MAHONEY, 

Special  Attorneys, 
Bureau  of  Internal 
Revenue. 

By  /s/  EUGENE  HARPOLE, 

Attorneys  for  Appellant, 
United  States  of  America. 

Receipt  of  copy  acknowledged. 
[Endorsed]:    Filed  July  14,  1950. 
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[Title  of  Court  of  Appeals  and  Cause.] 

APPELLANT'S  DESIGNATION  OF,  PARTS 
OF  RECORD  BELIEVED  NECESSARY 
FOR  CONSIDERATION  ON  APPEAL  AND 
TO  BE  PRINTED 

Pursuant  to  Rule  19(6)  of  this  Court,  Appellant 
hereby  designates  the  following  parts  of  the 
record  as  being  necessary  for  consideration  of  the 
points  upon  which  it  intends  to  rely  in  this  ap- 
peal, and  which  it  desires  to  have  printed,  omitting 
the  title  of  Court  and  cause  from  each  of  the  docu- 
ments designated  for  printing: 

Pages  of  Certified  Record 

1.  Page  1 — Names  and  addresses  of  attorneys. 

2.  Pages  2  to  19,  inclusive — Complaint. 

3.  Pages  21,  22 — ^Answer. 

4.  Pages  23  to  39,  inclusive — Stipulation  of 
Facts,  but  omitting  pages  40  to  50,  inclusive,  which 
duplicate  pages  8  to  19,  inclusive,  of  the  record. 

5.  Pages  52  to  57,  inclusive — Opinion. 

6.  Pages  58  to  62,  inclusive — Findings  of  Fact 
and  Conclusions  of  Law. 

7.  Pages  63  and  64 — Judgment. 

8.  Page  65 — Notice  of  Appeal. 

9.  Pages  66  and  67 — Statement  of  Points  to  be 
Relied  Upon  on  Appeal  (District  Court). 
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10.  Page  68 — Designation  of  Contents  of  Record 
on  Appeal  (District  Court). 

11.  This  Designation. 

12.  Appellant's  Statement  of  Points  to  be  Re- 
lied Upon  (Circuit  Court). 

Certificate  of  Clerk. 

Dated:    This  10th  day  of  July,  1950. 

ERNEST  A.  TOLIN, 

United  States  Attorney. 

E.  H.  MITCHELL,  and 
EDWARD  R.  McHALE, 

Assistant  United  States 
Attorneys. 

EUGENE  HARPOLE,  and 
FRANK  W.  MAHONEY, 

Special  Attorneys, 
Bureau  of  Internal 
Revenue. 

By  /s/  EUGENE  HARPOLE, 

Attorneys  for  Appellant, 
United  States  of  America. 

Receipt  of  copy  acknowledged. 
[Endorsed]:    Filed  July  14,  1950. 
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No.  12611 
IN  THE 


United  States  Court  of  Appeals 


FOR  THE  NINTH  CIRCUIT 


United  States  of  America, 


Appellant^ 


vs. 


California  Electric  Power  Company,  a  corporation, 

Appellee. 


BRIEF  FOR  THE  UNITED  STATES. 


Opinion  Below. 

The  opinion  of  the  District  Court  [R.  64-71 J  is  re- 
ported at  89  F.  Supp.  269. 

Jurisdiction. 

This  appeal  involves  a  claim  for  refund  of  documentary 
stamp  tax  in  the  amount  of  $4,549.51  w^ith  interest.  [R. 
64-65.]  The  tax  was  paid  under  protest  on  or  about 
January  28,  1942.  [R.  72,  74.  j  Claim  for  refund  was 
timely  filed  on  or  about  January  24,  1946,  and  was  re- 
jected by  the  Commissioner  of  Internal  Revenue  on  June 
16,  1947.     [R.  75-]     Suit  for  refund  was  filed  in  the  Dis- 
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trict  Court  on  or  about  December  31,  1947  [R.  8],  con- 
formably with  Section  3772  of  the  Internal  Revenue  Code. 
The  District  Court  had  jurisdiction  of  the  case  under 
Section  24,  Twentieth,  of  the  Judicial  Code,  now  28  U.  S. 
C,  Section  1346.  Judgment  of  refund  by  the  District 
Court  was  entered  April  17,  1950.  [R.  77-78.]  Notice 
of  appeal  was  filed  June  14,  1950  [R.  79],  pursuant  to 
28  U.  S.  C,  Section  1291,  upon  wliich  is  based  the  Juris- 
diction of  this  Court. 

Question  Presented. 

Whether  the  District  Court  erred  in  failing  to  hold  that 
in  the  circumstances  the  taxpayer  corporation  incurred 
original  issue  tax  under  Section  1802(a)  of  the  Internal 
Revenue  Code  upon  the  entire  issue  of  $3  cumulative  pre- 
ferred shares  of  stock  which  it  made  in  1941. 

Statute  and  Regulations  Involved. 
These  will  be  found  in  the  Appendix,  infra. 

Statement. 

The  facts,  which  were  stipulated  [R.  28-63],  were 
found  specially  by  the  District  Court  as  follows  [R.  71- 
75]: 

The  California  Electric  Power  Company  (formerly 
named  the  Nevada-California  Electric  Corporation)  is  a 
corporation  duly  organized  and  existing  under  and  by  vir- 
tue of  the  laws  of  the  State  of  Delaware,  duly  licensed  to 
engage  in  business  in  the  State  of  California.     California 
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Electric  Power  Company's  principal  ofiice  is  located  at 
3771  Eighth  Street,  City  of  Riverside,  County  of  River- 
side, State  of  California,  and  in  the  Southern  Judicial  Dis- 
trict of  California,  Central  Division.     [R.  71-72.] 

The  documentary  stamp  taxes  here  involved,  in  the 
amount  of  $4,549.51,  were  paid  on  or  about  January  28, 
1942,  by  the  California  Electric  Powder  Company  to  Ralph 
Nicholas,  the  duly  appointed,  qualified  and  acting  Collector 
of  Internal  Revenue  for  the  collection  district  comprising 
the  State  of  Colorado.     [R.  72.] 

Prior  to  recapitalization  on  June  30,  1941,  the  tax- 
payer's capital  stock  consisted  of  105,023  preferred  shares 
having  a  par  value  of  $100  per  share,  and  84,683  common 
shares  having  a  par  value  of  $10  per  share.  The  stamp 
tax  on  this  stock  had  been  paid.     [R.  72.] 

On  June  20,  1941,  taxpayer's  certificate  of  incorpora- 
tion was  amended  to  provide  that  each  of  the  outstanding 
shares  of  old  preferred  stock  wxre  to  be  automatically 
converted  into  four-fifths  of  a  share  of  $3  cumulative 
preferred  stock  of  a  par  value  of  $50  each,  and  six  shares 
of  common  stock  of  a  par  value  of  $10  each.  This  amend- 
ment w^as  to  be  and  became  effective  June  30,  1941.  This 
change  did  not  aff'ect  the  proportionate  interests  of  the 
shareholders  in  the  corporation's  assets.      [R.  72.] 

The  Commissioner  of  Internal  Revenue  has  conceded 
that  no  stamp  tax  is  due  by  virtue  of  the  issuance  of  the 
new  common  stock.     [R.  73.] 


On  June  30,  1941,  unpaid  cumulative  preferred  divi- 
dends on  the  old  preferred  stock  of  California  Electric 
Power  Company  amounted  to  $11  per  share.     [R.  73.] 

In  order  to  settle  the  arrearages  of  dividends  the  board 
of  directors  had  previously,  by  resolution,  on  May  29, 
1941,  authorized  the  making  of  an  offer  to  the  preferred 
shareholders  of  one-fifth  of  a  share  of  $3  cumulative  pre- 
ferred stock  and  $1  cash  in  full  settlement  of  all  ar- 
rearages on  each  share.  The  offer  was  to  remain  open 
until  June  25,  1941,  and  was  contingent  on  the  amendment 
of  the  certificate  of  incorporation  by  the  shareholders. 
[R.  73.] 

Pursuant  to  the  plan  for  settlement  of  the  dividend  ar- 
rearages taxpayer  issued  new  $3  stock  on  a  one  new  for 
five  old  basis  to  the  shareholders  accepting  the  oft'er.  Upon 
completion  of  the  exchange,  new  capital  sufficient  to  pay 
the  dividend  arrearages  was  transferred  from  surplus  to 
the  preferred  stock  account,  so  that  the  interest  of  the 
preferred  stockholders  accepting  the  offer  was  transmuted 
from  a  claim  for  dividends  into  additional  shares  of  stock 
representing  capitalized  surplus.      [R.  73-74.] 

The  number  of  shares  of  new  preferred  stock  at  $50 
per  share  issued  up  to  January  24,  1942,  was  103,398. 
[R.  74.] 

The  taxpayer  concedes  liability  and  has  paid  the  stamp 
tax  due  upon  the  shares  issued  in  settlement  of  dividend 
arrearages.     [R.  74.] 
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The  Commissioner  determined  that  the  transfer  of  the 
surplus  to  the  preferred  stock  account  resuUed  in  the  dedi- 
cation of  additional  capital;  that  this  represented  capital 
upon  which  no  previous  issue  tax  had  ever  been  paid;  and 
that  the  old  capital  and  the  new  capital  were  so  inter- 
mingled that  it  is  impossible  to  determine  which  specific 
shares  are  represented  by  new  capital  added  to  the  pre- 
ferred stock  account.     [R.  74.] 

The  taxpayer,  pursuant  to  the  above  ruling  of  the  Com- 
missioner, paid  the  sum  of  $4,549.51  here  in  question  un- 
der protest.  This  sum  represents  the  difference  between 
the  amount  conceded  to  be  due  by  taxpayer  on  stock  issued 
in  settlement  of  dividend  arrearages  and  that  asserted  by 
the  Commissioner  upon  the  entire  issue  of  new  preferred 
stock  up  to  January  24,  1942.     [R.  74.] 

On  or  about  January  24,  1946,  California  Electric 
Power  Company  filed  with  the  Collector  of  Internal  Reve- 
nue at  Denver,  Colorado,  a  claim  for  refund  of  stamp  taxes 
paid  in  the  amount  of  $4,549.51,  together  with  interest 
thereon  as  provided  by  law.      [R.   75.] 

The  Commissioner  of  Internal  Revenue,  by  letter  dated 
June  16,  1947,  rejected  the  claim  for  refund  filed  on  or 
about  January  24,  1946,  as  stated  above.     [R.  75.] 

The  District  Court  concluded  as  a  matter  of  law  [  R. 
75-76]  to  the  net  eff'ect  that  the  taxpayer's  issuance  of  new 
preferred  stock  in  exchange  for  old  preferred  stock  did  not 
constitute  an  "original  issue"  of  stock  within  the  meaning 


of  Code  Section  1802(a)  as  it  existed  prior  to  January  24, 
1942,  and  that  accordingly  no  tax  was  due  upon  such 
issuance. 

Statement  of  Points  to  Be  Urged. 

The  statement  of  points  relied  on  by  the  United  States 
appears  in  the  record  at  pages  83-84.  It  may  be  summar- 
ized thus :  That  the  court  below  erred  ( 1 )  in  concluding 
that  in  the  conversion  of  taxpayer's  outstanding  preferred 
stock  to  new  preferred,  the  issuance  of  the  latter  in  partial 
satisfaction  of  dividend  arrearage  was  sufficiently  separate 
and  distinct  from  the  exchange  of  the  new  preferred  for 
the  old  preferred  as  to  allow  an  allocation  to  be  made  be- 
tween the  new  and  the  old  capital;  and  (2)  in  failing  to 
conclude  that  the  new  capital,  consisting  of  dividend  ar- 
rearages, was  added  to  and  commingled  with  the  old  capital 
of  the  preferred  capital  stock  account  so  that  the  added 
capital  could  not  be  identified  with  specific  shares  of  the 
new  preferred,  and  therefore  an  original  issue  tax  was  in- 
curred as  to  all  of  the  new  issue  of  preferred. 

Summary  of  Argument.  I 

The  federal  revenue  laws  impose  a  documentary  stamp 
tax  on  each  original  issue  of  shares  or  certificates  of  stock 
by  any  corporation,  whether  on  organization  or  reorgani- 
zation. The  question  at  bar  is  whether  in  the  circum- 
stances presented  a  certain  issue  of  cumulative  preferred 
stock  was  subject  to  the  tax  in  its  entirety  as  being  an 
"original  issue"  within  the  meaning  of  the  statute,  the 
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Regulations,  and  the  pertinent  decisional  authorities,  or 
whether,  as  the  taxpayer  contends  and  as  the  court  below 
held,  the  tax  was  imposable  on  only  a  part  of  the  shares. 

We  think  it  plain  that  the  tax  lay  on  or  w^ith  respect  to 
all  of  the  shares.  This  is  so  because  the  law  is  clear  that 
if  the  permanent  capital  of  a  corporation  is  increased 
upon  an  issuance  of  stock,  the  stock  constitutes  an 
"original  issue."  An  increase  in  capital  means  an  increase 
in  capital  in  the  narrow  sense  in  which  the  word  "capital'' 
is  distinguished  from  "surplus."  The  tax  is  not  on  the 
amount  of  the  capital  increase;  it  is  on  the  certificates  of 
stock  measured  by  their  value.  Accordingly,  an  entire  new 
issue  is  taxable  unless  definite  shares  can  be  identified  as 
having  been  issued  against  a  given  increase  in  capital. 
And  as  will  be  developed,  infra,  the  taxpayer  here  did  not 
bear  its  burden  of  proving  in  its  action  for  refund  that 
any  particular  shares  could  be  segregated  and  earmarked 
against  any  certain  part  of  the  augmented  capital  which 
resulted  from  the  recapitalization  transaction  concerned  in 
this  case. 

In  1941,  the  taxpayer  by  amendment  to  its  incorporation 
certificate  called  in  its  old  preferred  stock  and  exchanged 
it  for  a  certain  amount  of  new  preferred  and  common 
stock.  Had  this  been  the  whole  of  the  transaction,  there 
would  have  been  no  tax  payable,  because  no  increase  of 
capital  would  ha\'e  been  thereby  effected.  However,  that 
was  not  the  whole  of  the  transaction.  Simultaneously  with 
the  charter  amendment,  the  taxpayer's  directors  by  ap- 
propriate resolution  made  an  olfcr  to  the  shareholders  of 


the  old  preferred  to  transmute  their  then  unpaid  divi- 
dend arrearages  into  shares  of  the  new  issue ;  and  on  com- 
pletion of  the  exchange  an  amount  sufficient  to  pay  the 
didivend  arrearages  on  the  old  stock  of  those  accepting 
the  offer  was  transferred  from  taxpayer's  surplus  account 
into  the  new  preferred  capital  stock  account.  Thus  the 
old  preferred  capital  account  was  increased;  and  against 
the  whole  of  that  account  there  were  now  charged  both  the 
new  shares  which  had  been  exchanged  for  the  old  and  the 
new  shares  which  took  the  place  of  the  dividend  arrearages 
— this  without  any  allocation  or  segregation  whatever. 
Since  no  definite  shares  of  the  new  stock  could  or  can  be 
identified  as  having  been  issued  against  the  capital  in- 
crease, the  entire  issue  is  subject  to  the  stamp  tax. 

Two  decisions  by  this  Court — and  one  of  them  a  very 
recent  case — lend  adequate  support  to  our  position  as  will 
be  demonstrated.  The  trial  court  paid  little  heed  to  those 
cases,  however,  but  chose  rather  to  rely  almost  entirely 
upon  a  Seventh  Circuit  decision.  We  think  that  that  de- 
cision can  be  distinguished;  but  if  it  cannot  be,  then  we 
assert  that  the  Court  of  Appeals  was  there  wrong  in  its 
interpretation  and  application  of  the  governing  principles 
of  law^  Nor  is  there  any  merit  to  the  trial  court's  addi- 
tional reliance  upon  the  fact  that  Congress  has  now 
amended  the  law  so  as  to  limit  application  of  the  tax  to  the 
pro  rata  share  of  newly  dedicated  capital.  As  the  trial 
court  recognized,  the  amendment  did  not  purport  to  have 
retrospective  effect,  and  the  legislature  history  clearly 
shows  that  it  was  intended  to  ''change"  the  existing  law. 
And  certainly  it  is  not  the  function  of  the  courts  to  pro- 
vide relief  for  taxpayers  before  the  date  that  the  legislature 
has  seen  fit. 


ARGUMENT. 

The  Entire  Issue  of  $3  Cumulative  Preferred  Shares 
of  Stock  Concerned  Here  Constituted  an  "Original 
Issue"  Within  the  Meaning  of  Section  1802(a)  of 
the  Internal  Revenue  Code. 

Under  Sections  1800  and  1802(a)  of  the  Internal  Reve- 
nue Code  (Appendix,  infra),  documentary  stamp  tax  is 
imposed  ''On  each  original  issue,  whether  on  organization 
or  reorganization,  of  shares  or  certificates  of  stock,  *  *  * 
by  any  corporation  *  *  *."  If  the  capital  of  a  corpo- 
ration is  increased  upon  an  issuance  of  stock,  the  stock 
constitutes  an  "original  issue"  and  this  is  true  even  though 
the  new  stock  may  merely  be  exchanged  for  previously 
issued  stock.  (Southern  Pac.  Co.  v.  Berliner,  176  F.  2d 
671  (C.  A.  9th);  Rio  Grande  Oil  Co.  v.  Welch,  101 
F.  2d  454  (C.  A.  9th);  W.  T.  Grant  Co.  v.  Duggan, 
94  F.  2d  859  (C.  A.  2d);  American  Gas  &  Electric 
Co.  V.  United  States,  69  Fed.  Supp.  614  (S.  D.  N.  Y.) ; 
Ohio  State  Life  Ins.  Co.  v.  Biisey,  56  Fed.  Supp.  410  (S. 
D.  Ohio).  Cf.  Treasury  Regulations  71,  Section  113.25 
(f).)     (Appendix,  infra.) 

An  increase  in  capital  means  an  increase  in  capital  in 
the  narrow  sense  in  which  the  word  "capital"  is  distin- 
guished from  "surplus."  Cases  cited,  supra.  The  tax  is 
on  the  certificates  of  stock  measured  by  the  value  of  the 
certificates;  it  is  not  on  the  amount  of  the  increase  in 
capital.  {American  Gas  &  Electric  Co.  v.  United  States, 
supra.)  Wherefore,  an  entire  new  issue  is  taxable  unless 
definite  shares  can  be  identified  as  having  been  issued 
against  the  increase  in  capital.  {Southern  Pac.  Co.  v. 
Berliner,  supra;  Rio  Grande  Oil  Co.  v.  Welch,  supra:  W. 
T.  Grant  Co.  v.  Duggan,  supra;  American  Gas  &  Electric 
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Co.  V.  United  States,  supra.)  And  the  term  ''increase  in 
capital"  does  not  mean  that  new  moneys  must  actually  be 
paid  in  or  new  or  additional  property  transferred  to  the 
corporation;  it  suffices  if,  for  example,  the  corporation 
shifts  part  of  its  surplus  into  its  fixed  capital  account 
thereby  providing  a  capital  increase.  (Southern  Pac.  Co. 
V.  Berliner,  supra.) 

On  the  other  hand,  the  issuance  of  new  certificates  of 
stock  in  exchange  for  previously  issued  shares  may  result 
in  only  a  reissue,  nontaxable  under  Section  1802(a),  if  the 
issue  is  not  accompanied  by  any  increase  in  capital.  {Ed- 
wards V.  Wabash  Ry.  Co.,  264  Fed.  610  (C.  A.  2d); 
West  Virginia  Pulp  &  Paper  Co.  v.  Bowers,  293  Fed.  144 
(S.  D.  N.  Y.),  affirmed  per  curiam,  297  Fed.  225  (C. 
A.  2d);  certiorari  denied,  265  U.  S.  584;  Cuba  Rail- 
road Co.  V.  United  States,  60  C.  Cls.  272.)  And  this  is 
true  even  if  after  the  exchange  the  shareholders  have  dif- 
ferent classes  of  stock  with  different  rights  and  privileges, 
so  long  as  fixed  capital  does  not  mount  as  the  result  of  the 
transaction.  (Cleveland  Provision  Co.  v.  Weiss,  4  F.  2d 
408  (N.  D.  Ohio)  ;  Goodyear  Tire  &  Rubber  Co.  v.  United 
States,  60  C  Cls.  448;  In  re  Grant-Lees  Gear  Co.,  1  F. 
2d  393  (N.  D.  Ohio) ;  Cuba  Railroad  Co.  v.  United  States, 
supra.)  The  determining  factor  which  makes  an  issue 
''original"  is  not  whether  the  certificates  are  new  or  dif- 
ferent, or  whether  the  shares  of  stock  evidenced  by  the 
certificates  are  new  or  different,  but  whether  the  capital 
of  the  corporation,  upon  which  new  certificates  are  issued, 
is  new  or  different. 


—11— 

In  the  case  now  before  us,  the  taxpayer  corporation  had 
issued  and  outstanding  immediately  prior  to  June  30,  1941, 
105,023  shares  of  preferred  stock  of  the  par  value  of  $100 
each,  and  84,683  shares  of  common  stock  of  a  par  value 
of  $10  each  upon  which  the  stamp  tax  had  been  paid  as 
an  ''original"  issue.  [R.  29,  72.]  Effective  as  of  June 
30,  1941,  taxpayer's  certificate  of  incorporation  was 
amended  to  provide  that  each  of  the  outstanding  shares  of 
preferred  stock,  hereinafter  called  the  "old"  stock,  should 
be  automatically  converted  into  four-fifths  of  a  share  of 
$3  cumulative  preferred  stock  of  the  par  value  of  $50 
each  and  six  shares  of  common  stock  of  $10  par.  [R.  29, 
72.]  The  District  Court  was  correct  in  stating  [R.  67] 
that  the  Government  admitted  below  that  this  transaction 
had  it  stood  alone,  would  not  have  been  subject  to  stamp 
tax — this  because  the  capital  of  the  corporation  would  not 
have  been  increased  on  the  deal,  nor  would  the  propor- 
tionate interests  of  the  shareholders  in  the  corporation 
assets  have  been  affected.  [See  R.  29,  72,  and  authorities 
cited,  supra.] 

However,  such  was  not  the  whole  of  this  recapitaliza- 
tion story.  On  the  effective  date  of  the  amendment,  the 
unpaid  cumulative  dividends  on  the  old  stock  amounted 
to  $11  per  share  [R.  29-30,  73];  and  in  order  to  settle 
these  dividend  arrearages  the  taxpayer's  board  of  directors 
had  by  resolution  of  May  29,  1941.  authorized  the  making 
of  an  oft'er  to  the  old  shareholders  of  one-fifth  share  of 
$3  cumulative  preferred  stock  and  $1  cash  in  full  settle- 
ment of  all  arrearages  on  each  share.     [R.  30,  73.]     The 
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resolution  recited  [R.  62]  that  the  new  shares  were  to  be 
issued  pursuant  to  the  offer  ''if,  as,  and  when  the  divi- 
dend arrearages  were  waived,  and  in  exchange  therefor"; 
and  taxpayer  issued  the  new  preferred  at  the  rate  of  one 
share  for  each  five  shares  of  the  old  preferred  to  share- 
holders accepting.  [R.  73.]  Upon  completion  of  this  ex- 
change, an  amount  sufficient  to  pay  the  dividend  arrearage 
on  the  stock  of  those  accepting  the  offer  was  transferred 
from  taxpayer's  surplus  account  into  the  new  preferred 
stock  account,  so  that,  according  to  the  parties'  stipulation 
[R.  30]  ''the  interest  of  the  preferred  stockholders  accept- 
ing the  offer  was  transmuted  from  a  claim  for  dividend 
into  additional  shares  of  stock  representing  capitalized 
surplus." 

For  the  necessary  thorough  understanding  of  the  effect 
on  taxpayer's  capital  structure  of  the  1941  transaction  we 
are  presently  considering,  it  may  be  helpful  to  examine  the 
table  contained  in  paragraph  (9)  of  the  stipulation  of 
facts  [R.  30-31],  and  to  explore  its  meaning.  Remember- 
ing that  pursuant  to  the  amendment  of  the  incorporation 
certificate  each  of  the  outstanding  shares  of  old  preferred 
was  converted  into  four-fifths  of  a  share  of  new  preferred 
of  the  value  of  $50  per  share  and  six  shares  of  common 
at  $10  par,  it  will  be  apparent  that  what  happened  here 
was  that  for  each  $100  share  of  old  preferred  the  taxpayer 
issued  four-fifths  of  a  share  of  new  preferred,  thereby 
reducing  the  preferred  by  $60  a  share  and  added  the  $60 
to  the  original  common  stock  by  issuing  six  new  common 
shares  therefor.  Then  and  coextensively,  as  to  the  new 
preferred,  the  taxpayer  increased  the  thus  reduced  pre- 
ferred stock  account  by  adding  thereto  the  accumulation  of 
$1,047,230  in  dividends,  against  which  it  issued  one-fifth 
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of  a  share  of  new  preferred,  amounting  to  a  par  value  of 
$10  and  which  completed  the  $50  value  of  each  new  share 
of  preferred.^ 

While  there  w^as  an  increase  in  the  value  of  the  common 
stock  as  shown  by  the  capital  structure  in  paragraph  (9) 
of  the  stipulation  [R.  30-31],  no  new  capital  was  added  to 
the  common  stock  account;  no  tax  was  incurred  accord- 
ingly respecting  that  stock.  The  new  capital,  consisting 
of  dividend  arrearage  of  $1,047,230,  went  into  the  new 
preferred  stock  account  [R.  30],  which  was  a  dedication 
of  capital  from  capital  surplus  to  that  capital  stock  ac- 
count. As  shown  by  the  footnote  immediately  preceding, 
this  new  capital  was  commingled  with  the  old  capital  in 
the  preferred  stock  account.  It  could  not  and  cannot  be 
identified  with  specific  shares.  Therefore,  an  original  is- 
sue tax  was  incurred  as  to  103,398  shares  of  new  preferred 
stock  ($50  X  103,398  shares  or  $5,169,900  at  11  cents 
for  each  $100,  which  is  concededly  the  correct  tax  rate, 
equals  $5,686.89).  In  other  words,  the  whole  issue  of 
the  new  preferred  w^as  subject  to  tax  under  Code  Sec- 
tion 1802(a)  in  accordance  with  the  general  tenets  of 
law  with  which  we  began  this  discussion,  and  specifically, 


^The  reduction  of  the  $10,502,300  value  of  the  okl  preferred  by 
$60  a  share  left  a  value  therein  of  $40  a  share,  or  the  reduced  value 
of  $4,200,920  (105,023  shares  X  $40  =  $4,200,920).  By  adding  to 
that  result  the  accumulated  dividends  of  $1,047,230  ($4,200,920 
plus  $1,047,230  =  $5,248,150)  brings  about  the  result  shown  in  the 
table  of  104,963  shares  of  new  ]M-eferred  at  $50  a  share,  amounting 
to  the  figure  of  $5,248,150. 

The  $60  value  taken  out  of  each  share  of  the  old  preferred  and 
added  as  six  shares  of  common  stock  at  $10  a  share  increased  the 
common  stock  account  by  $6,301,380  (105,023  shares  X  $60  = 
$6,301,380  plus  $846,830  =  $7,148,210),  which  accounts  for  the 
714,821  shares  of  common  stock  at  $10  per  share,  or  $7,148,210,  as 
shown  in  the  table. 
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pursuant  to  the  principle  that  an  entire  new  issue  is  tax- 
able under  the  statute  unless  definite  certificates  can  be 
identified  as  having  been  issued  against  the  increase  in 
capital.  {Southern  Pac.  Co.  v.  Berliner,  176  F.  2d  671 
(C  A.  9th);  American  Gas  &  Electric  Co.  v.  United 
States,  69  Fed.  Supp.  614  (S.  D.  N.  Y.).)  And  paren- 
thetically, on  that  basis,  except  as  included  in  the  tax  of 
which  the  amount  of  the  recovery  sought  here  is  apart, 
no  original  issue  tax  has  ever  been  paid  in  respect  to  the 
arrearage  in  dividends  amounting  to  $1,047,230.  The 
taxpayer's  concession  as  to  liability  "on  the  amount  of 
new  capital  added  to  its  capital  account  in  cancellation  of 
dividend  arrearages  and  against  which  new  Preferred 
Stock  was  issued,"  which  concession  is  made  in  paragraph 
(12)  of  the  parties'  stipulation  [R.  32],  must  be  inter- 
preted accordingly.  So  also  must  be  read  the  trial  court's 
fact  finding  No.  X  on  the  subject.      [R.  74.] 

The  difference  between  the  taxpayer's  position  and  that 
of  the  Government  is  perhaps  best  brought  into  focus 
by  the  method  by  which  the  amount  of  refund  was  cal- 
culated here,  in  accordance  with  the  taxpayer's  claim.  [R. 
16,  77-78.]  Paragraph  V  of  the  claim  [R.  16]  recites 
that— 

The  number  of  shares  of  new  Preferred  Stock  at 
$50  per  share  issued  to  January  24,  1942,  was  103,- 
398,  on  which  4/5  or  $40  per  share,  was  tax-free, 
inasmuch  as  it  represented  a  mere  exchange  for  old 
Preferred  Stock.  There  was  involved,  therefore,  $40 
x  103,398  of  old  capital,  or  $4,135,920,  on  which  tax 
at  $.11  per  $100,  or  $4,549.10,  was  overpaid  on,  to- 
wit,  January  28,  1942. 
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Echoing  this  theory,  the  District  Court  concluded  as  mat- 
ter of  law  [R.  75]  that— 

The  issuance  of  new  preferred  stock  in  partial 
satisfaction  of  dividend  arrearages  was  a  sufficiently 
separate  and  distinct  transaction  from  the  exchange 
of  new  preferred  stock  for  old  as  to  allow  an  alloca- 
tion to  be  made  between  the  new  capital  thereby 
added  and  the  old  capital  for  which  the  exchange  was 
made. 

And  precedently  the  trial  court  had  determined  [R.  75] 
that  the  taxpayer's  failure  to  issue  specific  shares  in  lieu 
of  certain  specified  shares  or  the  failure  to  charge  spe- 
cific shares  against  any  particular  segment  of  capital  or 
surplus — 

does  not  necessarily  make  the  entire  issue  of  stock  an 
original  issue.     Book  entries  alone  are  not  decisive. 

We  submit  that  the  only  part  of  the  trial  court's  conclu- 
sions which  is  in  keeping  with  the  law  as  this  Court  has 
stated  it  to  be  is  the  sentence  last  above  quoted  to  the 
effect  that  book  entries  alone  are  not  decisive.  And  with 
that  statement  the  Government  does  not  anywise  disagree; 
it  is  everywhere  accepted  as  a  general  principle  of  tax  law. 
(E.  g.,  Southern  Pac.  Co.  v.  Berliner,  176  F.  2d  671  (C. 
A.  9th).)  However,  while  acknowledging  that  our  view 
on  the  matter  is  not  in  accord  with  that  of  the  District 
Court  here  [R.  69-70],  we  think  that  the  just  cited  South- 
ern Pae.  Co.  decision  by  this  Court  provides  adequate  refu- 
tation of  the  other  and  major  aforementioned  conclusions 
reached  by  the  court  below  in  this  case,  as  does  likewise 
this  Court's  prior  decision  in  Rio  Grande  Oil  Co.  t'.  Welch, 
101  F.  2d  454.  Accordingly,  we  turn  attention  now  to 
those  two  cases. 
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In  Southern  Pac.  Co.  v.  Berliner  the  taxpayer  railroad 
in  1940  substituted  shares  without  par  value  for  issued 
shares  having  $100  par  value  on  a  share-for-share  basis. 
Prior  to  the  exchange  the  taxpayer  maintained  two  capital 
stock  accounts,  one  representing  the  par  value  of  the  issued 
and  outstanding  shares  and  the  other  representing  amounts 
paid  as  premiums  on  shares  issued,  corresponding  to  a 
paid-in  surplus  to  this  extent.  Following  the  exchange 
these  accounts  were  combined.  The  Commissioner  rejected 
a  stamp  tax  refund  claim  on  the  ground  that  there  had 
been  an  increase  of  capital  which  could  not  be  allocated 
to  any  specific  shares,  hence  the  entire  issue  became  tax- 
able. That  is  of  course  the  same  ground  on  which  refund 
in  the  instant  case  was  denied  by  the  Commissioner.  The 
Commissioner's  action  was  upheld  in  Southern  Pac.  Co. 
V.  Berliner  both  by  the  District  Court  and  by  this  Court, 
the  trial  court  there  saying  in  the  course  of  its  opinion 
(78  Fed.  Supp.  696,  697-698  (N.  D.  Cal.)) : 

The  courts  have  interpreted  the  term  "original  is- 
sue" as  used  in  Section  1802,  supra,  to  be  applicable 
to  a  new  issue  where  the  capital  stock  account  has 
been  increased  either  by  receipt  of  additional  con- 
sideration for  the  new  stock  or  by  the  transfer  of  a 
given  amount  from  paid-in  surplus  or  earned  sur- 
plus. If  definite  shares  of  the  new  issue  can  be  identi- 
fied as  having  been  issued  against  the  increase  in 
capital,  the  tax  is  levied  only  on  such  shares.  If  there 
is  such  an  intermingling  of  old  and  new  capital  that 
such  identification  is  impossible,  the  entire  new  issue 
is  taxable.  This  is  true  because  the  tax  is  not  on  the 
capital  behind  the  shares  of  stock  but  is  measured  by 
the  par  value  of  the  shares  (or  actual  value  if  not 
par  value  shares)  represented  by  each  stock  certifi- 
cate,   *     *     * 
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When  the  corporation  had  only  par  value  stock  its 
capital  stock  account  represented  the  sum  total  of  $100 
par  value  for  each  share  of  stock  issued.  The 
premium  on  capital  stock  represented  paid-in  sur- 
plus and,  under  Kentucky  corporation  law  [which  was 
the  law  of  the  taxpayer's  domicile],  could  have  been 
distributed  as  dividends,  a  disposition  that  could  not 
have  been  made  of  any  part  of  the  capital  stock  ac- 
count. With  the  exchange  of  the  par  value  stock  for 
an  equal  number  of  no-par  value  shares  and  the  trans- 
fer of  the  amount  in  the  premium  account  to  the  capi- 
tal stock  account,  the  total  amount  of  capital  behind 
the  shares  was  increased.  *  *  *  While  the  $6,- 
304,845  remained  in  the  premium  account  no  shares 
of  stock  were  issued  against  it  and  therefore,  no 
original  issue  tax  was  ever  paid  with  respect  to  tliat 
amount.  When  it  became  part  of  the  capital  stock 
account  against  which  the  new  sliares  were  issued 
without  any  allocation  of  specific  shares  to  such  trans- 
ferred sum,  each  sliare  represented  both  old  and  new 
capital  and  was  thus  taxable  as  an  original  issue  un- 
der the  statute.     *     *     *     (Italics  supplied.) 

The  opinion  of  this  Court,  affirming  the  District  Court's 
decision  in  Southern  Pac.  Co.,  is  an  adoption  of  the  views 
expressed  by  the  lower  court  in  that  case  plus  only  a  dis- 
cussion of  the  reasons  for  rejecting  the  taxpayer's  specific 
argument  there  that  under  the  controlling  accounting  clas- 
sification of  the  Interstate  Commerce  Commission,  the 
premium  or.  capital  stock  involved  was  always  a  part  of 
fixed  capital,  all  surplus  being  gathered  into  other  ac- 
counts; really,  the  taxpayer's  sole  thesis  in  the  Court  of 
Appeals  was  that  capital  had  not  in  faci  been  augmented 
by  reason  of  the  exchange  transaction  concerned  in  South- 
ern Pac.  Co.  because  the  corporate  directorate  did  not  so 
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intend.     It  was  in  respect  to  this  plea  regarding  intention 

that  this  Court  said  (p.  674)  : 

*  *  *  we  agree  that  the  record  affords  no  clear 
picture  of  what  the  directors  thought  they  were  ac- 
complishing by  the  disposition  made  of  the  premium 
account;  and  this  state  of  confusion  gives  rise  to  the 
only  substantial  difficulty  in  the  case.  As  this  court 
observed  in  the  cognate  case  of  Rio  Grande  Oil  Com- 
pany V.  Welch,  9  Cir.,  101  F.  2d  454,  456,  an  increase 
or  decrease  in  the  stated  capital  of  a  corporation  ef- 
fects a  fundamental  change  in  the  corporate  struc- 
ture; and  book  entries  alone  are  not  decisive  of  the 
matter.  But  we  are  satisfied  that  the  corporate  action 
taken  in  this  instance,  considered  in  the  light  of  the 
Commission's  grant  of  authority  for  the  charter 
amendment,  compels  the  conclusion  that  a  dedication 
of  additional  capital  in  fact  occurred. 

These  extended  quotations  from  the  trial  court's  opinion 
and  that  of  this  Court  in  Southern  Pac.  Co.  amply  demon- 
strate, we  believe,  the  authoritative  character  of  that  case 
here.  If  there  is  arguendo  a  factual  distinction  betw^een 
that  case  and  this  one,  as  the  trial  court  here  rather  cate- 
gorically stated  [R.  69-70],  we  certainly  fail  to  see  that  the 
distinction  is  one  of  any  such  difference  as  to  warrant  ap- 
plication of  any  different  principle  or  set  of  principles  than 
was  applied  by  both  the  original  and  the  reviewing  forum 
in  the  railroad  case.  Indeed,  it  would  seem  to  us  that  there 
is  perhaps  even  greater  warrant  here  for  the  application 
of  those  rules ;  so  far  as  we  are  aware,  the  taxpayer  in  the 
instant  case  has  never  contended  that  the  1941  exchange 
was  not  intended  to  augment  capital.  And  we  think  we 
have  clearly  demonstrated  by  exploration  of  the  table  con- 
tained in  the  parties'  stipulation  [R.  31]  that  no  such  con- 
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tention  could  in  the  circumstances  be  made  in  this  case. 
Book  entries  are  not  decisive,  but  while  in  Southern  Pac. 
Co.  they  tended  to  show  with  the  aid  of  extrinsic  evidence, 
or  at  least  the  taxpayer  so  claimed,  that  no  addition  to 
capital  was  effected  by  the  exchange,  here  they  tend  to 
show  that  there  was.  Thus  there  is  really  more  evidence 
in  this  case  favoring  imposition  of  the  tax  than  there  was 
in  the  other.  And  if  there  w^ere  not,  certainly  we  have  as 
the  result  of  this  exchange  nothing  more  than  a  record 
which,  to  use  the  language  of  this  Court's  Southern  Pac. 
Co.  opinion,  quoted  supra,  "affords  no  clear  picture  of 
what  the  directors  thought  they  were  accomplishing"  by 
the  critical  accounting  changes  of  1941.  The  sole  test  of 
whether  stock  is  an  "original  issue,"  as  firmly  expressed 
by  this  Court  in  its  Southern  Pac.  Co.  opinion,  is  whether 
a  dedication  of  additional  capital  occurred  hi  fact  as  a  re- 
sult of  the  given  transaction. 

And  be  it  remembered  too,  of  course,  that  this  is  a  re- 
fund action  where  the  burden  of  proof  belongs  onerously 
to  the  taxpayer.  (Helvering  v.  Taylor,  293  U.  S.  507.) 
It  lies  with  the  taxpayer  to  prove  here,  if  it  would  escape 
tax  on  the  entire  new  preferred  stock  issue  of  1941,  that 
definite  shares  could  and  can  be  identified  with  certainty 
as  having  been  issued  against  the  increase  in  capital;  and 
surely  that  burden  of  proof  is  not  discharged  by  resort  to 
theoretical  possibilities  of  identification  such  as  the  trial 
court  used  here.  [R.  66-67.]  We  reiterate:  Shares  or 
certificates  of  stock  are  said  to  be  of  "original  issue"  when 
they  are  issued  against  capital  which  for  the  first  time  is 
included  in  the  capital  stock  account.  In  the  transaction 
now  being  considered,  the  amount  of  $1,047,230  which 
was  transferred  from  surplus  represented  capital  never 
previously  included  in  the  capital  preferred  stock  account; 
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and  the  old  and  new  eapital  were  so  intermingled  that  it 
was  and  is  impossible  to  tell  which  specific  shares  are  rep- 
resented by  the  new  capital  added  to  the  preferred  stock 
account.  Each  new  preferred  stockholder,  regardless  of 
whether  he  was  one  of  those  who  had  waived  his  right  to 
the  dividend  arrearages,  received  an  interest  in  the  newly 
augmented  capital  measured  by  the  number  of  shares  held. 
Each  new  preferred  share  issued  thus  constituted  a  new 
and  a  different  certificate  of  interest  in  the  newly  adjusted 
preferred  capital  of  the  corporation  and,  consequently,  w^as 
a  kind  never  before  issued. 

The  trial  court  gave  no  explanation  whatever  for  its 
bald  statement  [R.  69-70]  that  this  Court's  decision  in 
Rio  Grande  Oil  Co.  v.  Welch,  101  F.  2d  454,  is  "clearly 
distinguished  from  the  present  case  on  the  facts."  And, 
again,  we  think  that  there  is  no  distinction  which  would 
warrant  the  difference  in  conclusion  reached  here;  indeed, 
for  reasons  hereinafter  explained,  we  should  even  sup- 
pose this  to  be  an  a  fortiori  case  from  Rio  Grande  Oil  Co. 
There,  as  here  [R.  2],  the  taxpayer  was  a  Delaware  cor- 
poration doing  business  in  California.  Pursuant  to  an 
amendment  of  its  incorporation  certificate,  Rio  Grande 
Oil  issued  ^vt  shares  of  new  non-par  value  stock  to  its 
stockholders  in  exchange  for  each  share  of  outstanding 
$25  par  value  stock.  Concurrent  with  the  exchange,  the 
corporation  made  a  reappraisal  of  its  property  upward, 
resulting  in  the  transfer  of  approximately  $30,000,000 
from  surplus  to  the  capital  stock  account.  Affirming  the 
decision  of  the  trial  court,  this  Court  held  that  the  ex- 
change was  taxable  in  full  as  an  "original  issue."  In  that 
case  as  in  this,  the  primary  source  of  authority  for  the 
exchange  of  stock  lay  in  an  amendment  to  the  certificate 
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of  incorporation.  Unlike  this  case,  however,  the  amend- 
ment in  Rio  Grande  Oil  specifically  declared  that  the  ex- 
change was  to  be  effected  without  any  transfer  of  surplus 
or  undivided  profits  to  capital  account  to  represent  the  new 
issue.  In  that  case  as  in  this  one  also,  it  was  a  corporate 
resolution,  which  was  an  integral  part  of  the  exchange 
transaction,  that  gave  rise  to  the  tax  question,  the  pivotal 
resolution  in  Rio  Grande  Oil  stating  that  the  corporate 
ofificers  were  authorized  to  set  up  as  the  valuation  of  the 
new  non-par  shares  the  proper  reappraised  value  of  the 
corporation's  property  and  to  assign  to  such  valuation  any 
portion  of  the  surplus  arising  through  the  revaluation  of 
the  property.  That,  as  has  been  noted,  was  done ;  and  book 
entries  were  made  crediting  the  corporation's  liability  ac- 
count with  (p.  456)  ''Value  of  capital  stock  outstanding 
appreciation  $30,000,000."  The  transfer  from  surplus 
was  also  shown  on  the  taxpayer's  application  to  list  its 
new  stock  on  the  New^  York  Exchange.  Despite  the  words 
of  the  charter  amendment  explicitly  negating  an  increase 
in  capital.  Judge  Healy  said  for  this  Court^  in  respect  of 
the  Rio  Grande  Oil  exchange  transaction  (p.  456)  : 

The  intricacies  of  the  book  entries  need  not  be 
explored  further.  They  are  inexplicable  except  on 
the  theory  of  a  transfer  of  surplus  from  appreciation, 
together  with  paid  in  surplus,  to  capital  account.  Book 
entries  alone,  however,  would  not  be  decisive  of  the 
matter.  An  increase  or  decrease  in  the  stated  capital 
of  a  corporation  effects  a  fundamental  change  in  the 
corporate  structure    *     *    *. 


^Judge   Healy  is  also  the  author   of   this   Court's   Southern    Pac. 
Co.,  supra,  opinion. 
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And  Delaware  law,  the  Court  said  (p.  457),  permitted 
the  capital  of  a  corporation  to  be  increased  by  resolution 
of  the  directorate  setting  over  surplus  to  capital  account. 
The  Court  struck  down  taxwise  the  restrictive  words  of 
the  charter  amendment  thus  (p.  457)  : 

The  amendment  *  *  *  in  no  wise  determined 
what  was  to  be  done  thereafter  in  the  way  of  adjust- 
ments. While  the  stockholders  no  longer  had  par 
value  stock,  they  still  had  certificates  to  exchange; 
and  the  incidence  of  the  stamp  tax  is  at  the  time  of 
the  exchange. 

5jC  5JC  5|C  3fC  ^  ?)Q  ^  tf|C 

The  exchange  of  shares  was  thus  accompanied  by 
an  increase  in  capital  through  a  transfer  of  surplus 
to  capital  account,  and  the  transaction  was  taxable. 

There  is  nothing  in  the  amendment  of  the  corporate  cer- 
tificate to  be  struck  down  here;  in  fact  there  is  nothing 
whatever  in  this  case  to  belie  the  transfer  of  surplus  to 
capital  and  the  inextricable  commingling  of  the  old  capital 
and  the  new  capital  as  augmented  by  the  transfer.  As  in 
Rio  Grande  Oil  (p.  457),  so  all  the  more  here — 

We  cannot  but  assume  that  the  officers  knew  what 
they  were  about  [in  making  the  shift  of  accounts] 
and  that  they  correctly  interpreted  the  board's  action. 

Probably  the  case  most  nearly  in  point  here,  factually, 
is  American  Gas  &  Electric  Co.  v.  United  States,  69  Fed. 
Supp.  614  (S.  D.  N.  Y.).  There  certificates  for  some 
300,000  shares  of  preferred  stock  were  exchanged  for  the 
same  number,  kind,  and  denomination  of  new  shares  of 
preferred  plus  $5  per  share  and  a  further  small  amount 
representing  adjustment  of  dividends.  The  refund  claim 
in  American  Gas  was  predicated  mainly  upon  the  theory 
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that  the  only  tax  payable  on  the  exchange  was  that  which 
was  calculable  from  the  actual  amount  of  the  capital  in- 
crease brought  about  in  the  transaction  by  way  of  transfer 
from  surplus.  As  here,  the  Commissioner  asserted  that 
the  entire  new^  issue  was  subject  to  tax.  The  court  held 
with  the  Commissioner,  saying  in  significant  part  (p. 
618): 

This  tax  [under  Code  Sections  1800  and  1802  (a)] 
is  a  tax  on  the  document,  the  certificate  of  stock,  and 
not  on  the  transaction.  *  *  *  The  tax  is  not  a  tax 
on  the  capital,  /.  c,  the  assets  received  by  the  corpora- 
tion upon  the  original  issuance  of  the  certificates. 
Nor  is  it  a  tax  upon  the  amount,  if  any,  transferred 
from  surplus  to  capital.  It  is  a  tax  upon  the  docu- 
ment and  not  upon  the  property  which  it  describes. 

However,  the  Government's  urging  of  the  American  Gas 
case  as  authoritative  here  received  almost  as  scant  notice 
below  [R.  69 J  as  did  this  Court's  decisions  in  Rio  Grande 
Oil  and  Southern  Pac.  Co.  The  trial  court  in  the  matter 
at  bar  relied  almost  entirely  upon  a  Seventh  Circuit  de- 
cision. United  States  v.  Pure  Oil  Co.,  135  F.  2d  578,  which 
it  declared  [R.  68,  70]  to  have  been  decided  ''on  substan- 
tially the  same  facts  as  we  have  in  the  instant  case."  We 
do  not  agree  that  the  facts  of  Pure  Oil,  correctly  inter- 
preted, are  substantially  the  same  as  those  presented  here. 
They  differ  in  the  same  material  respect  as  the  facts  of 
American  Gas  differed  from  those  of  Pure  Oil.  The  dis- 
tinction is  perhaps  best  perceived  by  reference  again  to 
the  American  Gas  opinion,  where  in  discussing  the  Pure 
Oil  case  the  court  said  (p.  620)  : 

Plaintiff  contends  that  the  transaction  here  was 
clearly  analogous  to  the  transaction  in  the  Pure  Oil 
case.    It  says  that  the  only  distinction  between  the  two 
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cases  is  that  here  plaintiff,  instead  of  using  the  amount 
transferred  from  surplus  to  capital  as  the  basis  for 
issuing  additional  shares  as  a  dividend  [as  was  done 
in  Pure  Oil],  used  it  as  the  basis  for  increasing  the 
capital  liability  per  share  from  $94  to  $100;  that,  in 
other  words,  instead  of  issuing  one  new  share  repre- 
senting the  same  capital  liability  of  $94  as  the  old 
share,  and  a  separate  share  representing  a  capital  lia- 
bility of  $6 — as  it  might  have  done — it  issued  a  single 
share  representing  a  capital  liability  of  $94  plus  $6. 

But  this  distinction  is  important.  ^  *  *  (Italics 
supplied.)  m 

And  the  court  continued  in  American  Gas  (p.  620)  :  T 

The  fallacy  in  plaintiff's  position  is  that  it  takes 
an  average  and  assumes  that  each  old  share  exchanged 
represented  a  capital  liability  of  $93.9995  per  share. 
If  that  were  so,  the  amount  transferred  from  surplus 
to  capital  might  be  treated  as  a  distribution  or  a  divi- 
dent,  upon  each  share  and  an  allocation  made  between 
the  shares  issued  in  payment  of  such  distribution  or 
dividend  and  the  shares  issued  in  exchange  for  the  old 
stock,  as  was  done  in  the  Pure  Oil  case.  But  that  is 
impossible  here,  for  the  shares  as  to  which  such  a  dis- 
tribution or  dividend  might  properly  be  said  to  have 
been  made  cannot  be  identified  and  segregated  from 
the  others.    *    *    * 

In  other  words,  the  court  in  America ji  Gas  read  the  Pure 
Oil  decision  as  concerning  in  reality  an  exchange  of  old 
stock  for  new  without  any  addition  to  capital,  and  a  sepa- 
rate issuance  of  the  new  stock  as  a  charge  against  the 
newly  transferred  capital  in  payment  of  the  dividends  in- 
volved there.  If  that  interpretation  was  correct,  /.  e.,  if 
in  Pure  Oil  there  were  two  distinct  transactions,  then  per- 
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haps  the  result  reached  in  the  Pure  Oil  case  was  correct, 
for  in  such  circumstances  definite  shares  could  be  identi- 
fied as  having  been  issued  against  the  increase  in  capital. 
On  that  basis  the  instant  case  is  certainly  to  be  distin- 
guished from  Pure  Oil,  where  the  Court  of  Appeals  said 
(p.  579)  that  the  undisputed  "fact"  was  that  the  old  pre- 
ferred stock  was  exchanged  share  for  share  and  the  divi- 
dend arrears  were  satisfied  by  issuance  of  additional 
shares — albeit  at  one  and  the  same  time.  But  we  do  not 
believe  that  the  transaction  in  Pure  Oil  can  be  so  inter- 
preted. The  ''two"  transactions  there  were  actually  but 
parts  of  a  whole.  In  short,  we  believe  that  that  decision 
was  wrong;  and  to  our  minds,  it  conflicts  with  the  basic 
rationale  of  this  Court  in  both  Southern  Pac.  Co.  and  Rio 
Grande  Oil  as  hereinbefore  discussed.  In  the  Pure  Oil 
case,  the  Court  of  Appeals  said  (p.  579)  : 

The  additional  shares  issued  in  satisfaction  of  un- 
paid dividends  represented  the  only  contribution  to 
capital  effectuated ;  that  and  that  alone  was  an  original 
issue    *    *     *. 

Admittedly,  the  additional  shares  issued  equaled  the  capital 
contributed  in  satisfaction  of  dividends  both  in  Pure  Oil 
and  here.  But  Edwards  v.  Wabash  Ry.  Co.,  264  Fed.  610 
(C.  A.  2d),  cited  inter  alia  by  the  court  in  Pure  Oil  to 
support  the  just  quoted  statement,  is  itself  authority  that 
the  tax  is  not  laid  on  capital  or  on  each  stock  certificate 
that  is  issued,  but  on  each  "original  issue"  of  certificates. 
The  entire  issue  both  in  Pure  Oil  and  in  this  case  was  the 
issue  first  in  point  of  time  whereby  the  corporation  put 
out  stock  certificates  evidencing  ownership  by  its  share- 
holders of  its  capital  as  increased.  And  that  is  all  that  is 
necessary  for  imposition  of  the  tax.  (Clez'claud  Provision 
Co,  V,  Weiss,  4  F.  2d  408  (N.  D.  Ohio).)     It  might  per- 
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haps  rightly  be  said  that  the  stamp  tax  is  the  only  tax  in 
the  books  where  the  form  of  a  transaction  controls  over 
its  substance;  the  literal  language  of  the  statute  is  not  to 
be  departed  from  for  whatever  cause.  (Raybestos-Man- 
hattan  Co.  v.  United  States,  296  U.  S.  60.) 

The  court  in  Pure  Oil  attempted  to  distinguish  this 
Court's  Rio  Grande  Oil  decision  by  saying  (p.  580)  that 
the  basis  for  the  latter  was  absent  in  the  former  in  that  in 
Rio  Grande  Oil  the  court  ''found"  that  the  transaction  ef- 
fectuated a  complete  reorganization  and  a  fundamental 
change  in  the  entire  capital  structure,  w^hereas  the  situation 
in  Pure  Oil  was  that  the  corporate  structure  remained  the 
same  except  as  to  the  additional  shares  issued  in  satisfac- 
tion of  the  unpaid  dividends.  But  of  course  this  Court  did 
not  ''find"  in  Rio  Grande  that  the  transaction  there  ef- 
fected a  complete  reorganization  of  the  capital  structure. 
It  determined  as  a  matter  of  law  that  an  increase  in  the 
stated  capital  effects  a  fundamental  change  in  the  corpo- 
rate structure.  And  of  course  that  is  the  law.  (See  also 
Peck  V.  Elliott,  79  Fed.  10  (C.  A.  6th).)  The  stamp 
tax  attaches  to  any  fresh  stock  issue  which  is  attendant 
upon  such  change  or  is  a  part  of  it,  and  upon  the  whole 
issue,  unless  definite  shares  of  the  new  issue  can  be  posi- 
tively identified  as  having  been  issued  against  the  increase 
in  capital.  Where  old  and  new  capital  are  so  mingled  in 
the  course  of  the  transaction  that  segregation  is  not  pos- 
sible there  is  no  escaping  the  tax.  We  repeat  that  the 
stamp  tax  is  a  documentary  tax  pure  and  simple.  It  is 
not  levied  on  the  capital  behind  the  shares ;  it  is  measured 
by  the  par  value  of  the  shares  or  by  the  actual  value  of 
non-par  shares  represented  by  each  stock  certificate  which 
is  made  a  charge  against  the  capital  account.     Such,  we 
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think,  is  the  clear  meaning  of  this  Court's  pronouncements 
in  Southern  Pac.  Co,  and  in  Rio  Grande  Oil,  and  the  ap- 
pHcation  of  those  precepts  to  the  facts  at  bar  should  re- 
sult in  reversal  here.  Particularly  should  that  be  so  when 
we  recall  that  unlike  Rio  Grande  Oil  and  unlike  Southern 
Pac.  Co.,  the  book  entries  here  do  tend  affirmatively  to 
demonstrate  as  we  have  shown  (fn.  1,  supra)  that  the 
newly  augmented  capital  was  an  indivisible  entity  with  the 
entire  issue  of  the  new  preferred  a  charge  against  it.  And 
there  were  certainly  not  "two  transactions"  here  [cf.  R. 
70],  but  only  one.  (See  Rio  Grande  Oil  Co.  v.  Welch, 
supra.) 

We  have  stated  that  the  District  Court's  chief  reliance 
here  was  in  the  Pure  Oil  case,  and  we  have  shown  that 
that  reliance  was  a  mistaken  one.  However,  the  trial  court 
resolved  all  possible  doubt  against  the  Government  by 
reference  to  the  1947  amendment  to  the  law.  This  was 
again  a  mistake.  Code  Section  1802(a)  was  amended  by 
the  Act  of  August  8,  1947,  c.  518,  61  Stat.  921,  approved 
August  8,  1947,  the  text  of  the  amendment  being  set  forth 
in  the  margin.^  The  effect  of  the  new  law  is  to  limit  ap- 
plication of  the  tax  to  the  pro  rata  share  of  newly  cfcdtiel^d  "^^^^^ 
capital.     The  trial  court  acknowledged   [R.  70]   that  the 


^Be  it  enacted  by  the  Senate  and  House  of  Representatives  of 
the  United  States  of  America  in  Congress  assembled.  That  section 
1802(a)  of  the  Internal  Revenue  Code  is  amended  by  deleting  the 
period  at  the  end  of  the  next  to  the  last  sentence  and  inserting  in 
lieu  thereof  the  following:  "Provided  further,  That  where  such 
certificates  (or  shares,  where  no  certificates  are  issued)  are  issued 
in  a  recapitalization,  the  tax  payable  shall  be  that  proportion  of 
the  tax  computed  on  such  certificates  or  shares  issued  in  the  re- 
capitalization that  the  amount  dedicated  as  capital  for  the  first  time 
by  the  recapitalization,  whether  by  a  transfer  of  earned  surplus  or 
otherwise,  bears  to  the  total  par  value  (or  actual  value  if  no  par 
5tock)  of  such  certificates  or  shares  issued  in  the  recapitalization." 
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amendment  is  not  retroactive.  Certainly  it  is  not  retro- 
active in  terms,  and  the  legislative  history  shows  that  it 
was  intended  to  effect  a  "change"  in  existing  law.  (See 
H.  Rep.  No.  969,  80th  Cong.,  1st  Sess.,  pp.  1-2,  and  S. 
Rep.  No.  713,  80th  Cong.,  1st  Sess.,  pp.  1-3.)  And  it  is 
well  known  of  course  that  statutes  apply  only  prospectively 
unless  express  statement  or  necessary  implication  requires* 
retrospective  application.  (Brewster  v.  Gage,  280  U.  S. 
327;  Fnllerton  Co.  v.  Northern  Pacific,  266  U.  S.  435.) 

Although  enactment  of  the  amendment  as  a  "change" 
in  existing  law  is  in  itself  an  argument  that  we  are  cor- 
rect in  our  statement  of  the  old  law  and  in  its  application 
to  the  facts  presented  here,  the  trial  court  said  here  [R. 
70]: 

*  ^  *  [the  amendment]  clearly  indicates  that  the 
interpretation  of  the  former  act  did  not  meet  the  ap- 
proval of  Congress.  Under  such  circumstances,  I 
see  no  reason  why  I  should  meekly  submit  to  the  Com- 
missioner's rulings  thereby  helping  to  perpetuate  an 
inequity  that  Congress  has  already  recognized  and 
precluded  its  repetition  in  the  future. 

Apparent  hardship  to  a  taxpayer  does  not  justify  depart- 
ure from  the  literal  language  of  a  revenue  law.  {Ameri- 
can Gas  &  Electric  Co.  v.  United  States,  supra.)  More- 
over, the  trial  court  in  speaking  about  "meekly"  submitting 
to  the  Commissioner's  rulings  seems  quite  to  have  over- 
looked the  fact  that  those  same  rulings  were  expressly  ap- 
proved by  this  Court  in  the  Southern  Pac.  Co.  case  after 
enactment  of  the  new  amendment.  And  if  we  are  speak- 
ing now  of  inequities,  it  would  certainly  seem  to  us  most 
inequitable  that  the  trial  court  should  be  affirmed  here  and 
the  taxpayer  permitted  to  escape  the  tax  when  the  South- 
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ern  Pacific  Company  was  made  to  pay  by  application  of  the 
same  statute  and  the  same  rulings  to  substantially  the  same 
kind  of  transaction.  The  disputed  tax  in  this  case  amounts 
only  to  some  $4,500.  The  tax  involved  in  the  Southern 
Pac.  Co.  case  was  some  $46,000. 

Conclusion. 

The  decision  of  the  District  Court  should  be  reversed. 

Respectfully  submitted, 

Theron  Lamar  Caudle, 

Assistant  Attorney  General, 
Ellis  N.  Slack, 
A.  F.  Prescott, 
Maryhelen  Wigle, 
Special  Assistants  to  the  Attorney  General, 

Ernest  A.  Tolin, 

United  States  Attorney, 
E.  H.  Mitchell, 

Assistant  United  States  Attorney. 

November,  1950. 
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APPENDIX. 

Internal  Revenue  Code: 

Sec.  1800.     Imposition  of  Tax. 

There  shall  be  levied,  collected,  and  paid,  for  and 
in  respect  of  the  several  bonds,  debentures,  or  certifi- 
cates of  stock  and  of  indebtedness,  and  other  docu- 
ments, instruments,  matters,  and  things  mentioned 
and  described  in  sections  1801  to  1807,  inclusive, 
*  *  *  the  several  taxes  specified  in  such  sections. 
(26  U.  S.  C.  1946  ed.,  Sec.  1800.) 

Sec.  1802.     Capital  Stock   (and  Similar  Inter- 
ests). 

(a)  [as  amended  by  Sec.  1  of  the  Revenue  Act 
of  1939,  c.  247,  53  Stat.  862,  and  Sec.  210  of  the 
Revenue  Act  of  1940,  c.  419,  54  Stat.  516] .  Original 
Issue. — On  each  original  issue,  whether  on  organiza- 
tion or  reorganization,  of  shares  or  certificates  of 
stock,  or  of  profits,  or  of  interest  in  property  or  ac- 
cumulations, by  any  corporation  *  *  *  holding  or 
dealing  in  any  of  the  instruments  mentioned  or  de- 
scribed in  this  subsection  or  section  1801  *  *  *^ 
on  each  $100  of  par  or  face  \alue  or  fraction  thereof 
of  the  certificates  issued  by  such  corporation  *  *  * 
(or  of  the  shares  where  no  certificates  were  issued), 
11  cents  until  July  1,  1941,  and  5  cents  thereafter; 
Provided,  That  wlicre  such  shares  ur  certificates  are 
issued  without  par  or  face  value,  the  tax  shall  be  1 1 
cents  until  July  1,  1941,  and  5  cents  thereafter,  per 
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Statement. 

The  facts  were  stipulated  and  were  specially  found  by 
the  District  Court,  as  stated  by  appellant  in  its  brief. 

Summary  of  Argument. 

It  is  respectfully  suggested  that  the  appellant  in  its  brief 
(pp.  6-7)  in  stating  the  question  at  bar  to  be  "*  *  * 
whether  in  the  circumstances  presented  a  certain  issue  of 
cumulative  preferred  stock  was  subject  to  the  tax  in  its 
entirety  as  being  an  'original  issue'  within  the  meaning 
of  the  statute,  the  Regulations,  and  the  pertinent  decisional 
authorities,  or  whether,  as  the  taxpayer  contends  and  as 
the  court  below  held,  the  tax  was  imposable  on  only  a  part 
of  the  shares,"  has  assumed  what  the  appellee  contends  and 
believes  is  the  very  point  in  dispute.  In  this  statement, 
and  time  after  time  in  its  brief,  appellant  refers  to  the 
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transactions  here  in  question  as  that  ''certain  issue"  of 
stock  as  though  there  were  no  question  but  that  only  one 
single  transaction  were  involved.  Actually,  as  viewed  by 
the  appellee  and  apparently  by  the  trial  court,  the  real 
question  is  whether  the  two  transactions  in  question  were 
sufficiently  separable  so  as  to  allow  an  allocation  between 
them  to  be  made.  Appellee  therefore  respectfully  submits 
for  the  consideration  of  this  Court  that  the  question  at  bar 
can  be  more  precisely  and  accurately  stated  as  follows: 
Whether  the  issuance  of  new  preferred  stock  in  exchange 
for  old  preferred  stock  constitutes  an  ''original  issue"  of 
stock  where  the  old  stockholders  have  the  option,  inde- 
pendent and  separate  from  this  exchange,  of  accepting  or 
refusing  additional  shares  of  new  preferred  stock  to  be  is- 
sued in  partial  settlement  of  dividend  arrearages  on  the 
old  preferred  stock.  Appellee  believes  that  to  pose  the 
question  in  this  form  is  to  answer  it,  in  its  favor. 

Regardless  of  how  the  problem  is  stated  appellee  sub- 
mits that  the  transactions  here  involved  were  not  only 
sufficiently  separable  to  permit  an  allocation  to  be  made 
between  the  old  and  the  new  capital  but  that  such  alloca- 
tion was  in  fact  made  and  was  implicit  in  the  two  transac- 
tions from  their  inception.  The  conversion  of  each  share 
of  old  preferred  stock  into  4/5  share  of  new  preferred 
stock  and  6  shares  of  common  stock  was  automatic,  manda- 
tory and  instantaneous  on  June  30,  1941.  It  covered  a 
certain  definite  invariable  amount  of  capital,  viz.,  $11,- 
349,130,  no  more  and  no  less.  It  was  not  a  taxable  trans- 
action. 

The  other  transaction  was  optional,  voluntary  and  elec- 
tive as  to  the  several  stockholders  and  involved  progressive 
accretions  to  capital  and  issues  of  stock  which  were  tax- 
able as  made  from  time  to  time  in  total  amount  bv  what- 


ever  was  the  excess  above  $11,349,130.  Indeed  it  requires 
some  acumen  and  effort  to  combine  or  confuse  these  two 
transactions. 

The  appellant  in  effect  concedes  that  if  the  transactions 
are  separable,  no  tax  will  apply  to  the  exchange  of  new 
for  old  preferred  stock  when  it  says  (Brief  p.  7)  :  ''Had 
this  been  the  whole  of  the  transaction,  there  would  have 
been  no  tax  payable,  because  no  increase  of  capital  would 
have  been  thereby  effected.'' 

Appellant  then  asserts  that  this  was  not  the  whole  of 
the  transaction  (Brief  p.  7)  because  "simultaneously"  the 
directors  made  an  offer  to  issue  new  stock  in  partial  pay- 
ment of  dividend  arrearages.  It  is  respectfully  submitted 
that  this  conclusion  is  erroneous  both  in  fact  and  in  law, 
because  the  two  transactions  were  authorized  by  two  dif- 
ferent groups,  at  two  different  times,  in  separate  meet- 
ings, and  were  consummated  at  different  times. 

Finally,  the  appellee  will  attempt  to  correct  what  appar- 
ently is  a  misunderstanding  on  the  part  of  the  appellant 
of  appellee's  argument  with  respect  to  the  amendment  of 
the  law  applicable  to  such  transactions.  Appellee  does 
not  now  and  has  never  claimed  that  the  amendment  in 
question  has  retroactive  effect,  nor  does  the  appellee  ask 
the  Court  to  ''provide  relief  for  taxpayers  before  the  date 
that  the  legislature  has  seen  fit"  (Brief  p.  8).  The  appel- 
lee has  merely  pointed  out  that  where  the  Congress  has 
acted  to  prevent  inequities  in  the  future,  the  Court  is 
certainly  empowered  to  refuse  to  extend  the  appHcation  of 
the  Commissioner's  repudiated  d(Ktrine  to  cases  not 
squarely  within  that  doctrine. 


ARGUMENT. 

The  appellee  has  no  fault  to  find  with  the  statement  of 
legal  principles  in  appellant's  brief  in  the  first  paragraph 
on  page  9,  assuming,  of  course,  that  there  has  been,  in 
each  case,  only  one  exchange  or  other  similar  transaction. 
In  the  second  paragraph  on  page  9  appellant  states  that 
an  entire  new  issue  is  taxable  ''unless  definite  shares  can 
be  identified  as  having  been  issued  against  the  increase 
in  capital."  If  appellant  means  to  imply  that  by  ''definite 
shares"  is  meant  specific  identification  of  each  share  by 
its  number  and  the  date  and  page  of  the  journal  entry  un- 
der which  that  share  is  issued  and  capital  added,  then  ap- 
pellee believes  that  the  cases  cited  do  not  stand  for  any  such 
principle,  as  will  be  pointed  out  in  later  analysis  of  those 
cases.  The  Courts  should  not  be  burdened  with  such 
voluminous,  detailed  accounting  records.  If  the  statement 
means,  however,  that  a  "group"  or  "block"  or  "issue"  of 
stock  must  be  associated  and  identified  with  a  capital  ad- 
dition then  the  appellee  agrees  therewith. 

Appellee  likewise  agrees  with  the  appellant's  statement 
of  facts  on  page  11  of  its  brief  concerning  the  exchange 
of  new  for  old  preferred  stock.  The  point  at  which  the 
appellee  and  appellant  part  company  is  in  the  description 
of  the  issue  of  preferred  stock  in  partial  satisfaction  of 
dividends,  and  the  legal  conclusions  to  be  drawn  therefrom. 

Appellant  treats  the  exchange  of  new  for  old  preferred 
stock,  and  the  issuance  of  stock  in  partial  satisfaction  of 
dividends,  as  one  single,  inseparable  transaction.  The  facts 
simply  do  not  support  this  treatment.  The  exchange  of 
stock  was  authorized  by  an  amendment  to  the  appellee's 
Certificate  of  Incorporation  adopted  at  a  meeting  of  the 
stockholders  on  June  20,  1941  [R.  29  and  34].  This  ex- 
change took  place  automatically  on  June  30,   1941,  inde- 
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pendent  of  any  further  action  by  any  stockholder,  of  either 
an  affirmative  or  negative  nature  [R.  29].  ''This  zms  the 
sole  and  only  change  made  in  the  capital  structure  by  said 
amendment  to  the  Certificate  of  Incorporation/'  [Stipu- 
lation R.  29.]  On  an  entirely  different  (and  earlier)  date, 
May  29,  1941,  a  different  group  (Board  of  Directors)  had 
offered  to  issue  additional  shares  of  stock  to  any  preferred 
stockholder  who  consented  thereto  in  partial  satisfaction  of 
unpaid  dividends  due  that  stockholder   fR.  62-63]. 

Some,  but  not  all,  of  the  stockholders  accepted  the  offer 
of  additional  new  stock  in  lieu  of  dividends,  at  various 
times  during  the  ensuing  six  months.  Upon  acceptance  of 
this  offer  new  stock  was  issued,  as  stipulated  [R.  30],  ''//, 
as  and  zvhen  the  dividend  arrearages  were  waived,  and  in 
exchange  therefor.    *     *     *"     (Italics  supplied.) 

Obviously  it  was  possible  for  a  stockholder  to  take  part 
in  the  ''conversion"  without  taking  part  in  the  other  trans- 
action— the  new  issue  of  stock  in  exchange  for  dividends. 
That  some  stockholders  actually  did  this  is  shown  by  the 
stipulation  [R.  31,  par.  9(b)]. 

The  fundamental  error  of  ap])ellant's  i)osition  is  well  il- 
lustrated in  its  brief  (p.  12)  where,  after  discussing  the 
automatic  conversion  of  old  into  new  stock,  it  says  'Then 
and  coextensively,  as  to  the  new  preferred,  the  taxi)ayer 
increased  the  thus  reduced  preferred  stock  account  by 
adding  thereto  the  accumulation  of  $1,047,230  in  divi- 
dends, against  which  it  issued  one-fifth  of  a  share  of  new 
preferred,  amounting  to  a  par  value  of  $10  and  which  com- 
pleted the  $50  value  of  each  new  share  of  preferred." 

New  capital  was  not  added  ''then  and  coextensively"  with 
the  automatic  conversion.  There  was  no  change  in  capital 
structure  by  reason  of  the  stock  conversic^n  authorized  by 
the  amendment  to  the  appellee's  Certificate  of  Incorpora- 


tion  [R.  29].  New  capital  was  added  ''if,  as  and  when 
dividend  arrearages  were  waived,  and  in  exchange  there- 
for.   *    *    *"  [Stipulation  R.  30]. 

Appellant  insists  that  the  addition  of  new  capital  caused 
a  "commingling"  of  old  and  new  capital.  This  is  believed 
to  be  no  more  true  than  to  say  that  any  issue  of  additional 
stock  which  thereby  increases  capital  causes  commingling. 
To  illustrate  suppose  that  a  corporation  accomplished  a 
share  for  share  exchange  of  par  value  preferred  stock, 
thereby  causing  no  change  in  the  capital  stock  account. 
Suppose  further  that  the  stockholders  were  given  the  op- 
tion to  purchase  additional  shares  of  preferred  stock  at 
par  for  cash.  Shareholder  X  owns  five  shares  of  pre- 
ferred stock,  par  value  one  dollar  each.  He  exercises  his 
option  at  or  near  the  time  of  exchange  and  purchases  five 
additional  shares  of  preferred  stock  for  cash  at  par,  one 
dollar  each.  His  cash  is  added  to  and  ''commingled"  w4th 
the  capital  of  the  company.  It  is  believed  that  any  account- 
ant would  say  that  the  only  new  thing  entering  the  capital 
account  would  be  the  cash  so  received,  and  would  have  no 
difificulty  in  segregating  the  old  capital  from  the  additional 
capital  against  which  new  shares  were  issued.  The  value 
per  share  of  his  stock  has  not  been  changed  either  by  the 
exchange  or  the  issue  of  additional  shares  for  new  capital. 
Does  it  matter  that  in  the  present  case  claims  were  waived 
rather  than  cash  paid  for  the  additional  stock? 

Returning  to  the  instant  case,  let  us  view  these  two 
transactions  for  a  moment  from  the  standpoint  of  the  non- 
consenting  shareholder. 

Has  such  a  stockholder's  claim  in  dollars  against  the 
capital  stock  account  been  changed  in  any  way  by  the 
automatic  conversion  of  stock?  Obviously  not.  Has  the 
value  of  his  stock  been  increased  or  changed  in  any  manner 


by  the  transfer  of  capital  to  the  stock  account  (bearing  in 
mind  that  for  each  dollar  added  to  the  stock  account  new 
stock  in  exactly  that  amount  is  issued  on  an  if,  as  and 
when  basis)  to  cover  additional  shares  issued?  Again, 
obviously  not. 

Perhaps  the  transactions  as  viewed  by  the  appellee  can 
be  epitomized  in  the  language  of  the  trial  court  as  follows 
[R.  66-67]  : 

Stated  simply  for  the  purposes  of  illustration,  the 
two  transactions  may  be  compared  as  follows:  If 
shareholder  A  had  50  shares  of  the  original  preferred 
stock,  following  the  amendment  he  now  has  40  shares 
of  the  new  preferred  stock.  If  he  accepts  the  offer  of 
stock  for  dividend  arrearages  he  receives  ten  addi- 
tional shares  of  the  new  preferred  stock  and  $50.00 
in  cash.  At  the  same  time  there  is  a  transfer  from 
surplus  to  the  capital  stock  account  of  an  amount 
equal  to  the  share  value  of  the  10  additional  shares. 

If  shareholder  B  had  50  shares  of  the  original  pre- 
ferred stock,  following  the  amendment  he  also  now 
has  40  shares  of  the  new  preferred  shares.  If  he 
does  not  accept  the  offer  of  the  stock  for  the  dividend 
arrearages  he,  of  course,  receives  no  additional  shares 
and  there  is  no  transfer  of  any  surplus  to  the  pre- 
ferred stock  account.  As  to  shareholder  B,  there  has 
been  no  change  except  an  exchange  of  old  preferred 
shares  for  new  preferred  shares.  His  proi)ortionate 
claim  against  the  corporation's  assets  remains  un- 
changed. 

The  essence  of  this  illustration  lies  in  the  fact  that  the 
automatic  conversion  took  place  regardless  of  shareholder 
B's  non-acceptance  of  the  option  to  accfuire  additional 
stock.  In  other  words,  the  first  transaction  (authorized  by 
a  different  group,  on  a  different  date,  and  to  be  consum- 


mated  at  a  different  time)  could  and  did  happen  inde- 
pendently of  the  action  of  shareholders  on  the  offer  of  ad- 
ditional stock,  and  without  changing  the  dollar  value  of  his 
claim  on  the  company's  assets. 

The  appellee  therefore  asserts  that  the  two  transactions 
were  sufficiently  separable  that  no  new  capital  could  be  said 
to  have  been  added  by  the  automatic  conversion  of  stock. 
New  capital  was  added  only  if,  as  and  when,  and  to  the  ex- 
tent, that  stockholders  accepted  new  stock.  Accordingly, 
only  the  stock  issued  against  the  new  capital  is  subject  to 
the  original  issue  tax.  j 

Let  us  now  examine  the  cases  upon  which  the  appellant 
relies  for  its  assertion  that  the  trial  court's  conclusions  re- 
garding this  case  are  not  in  keeping  with  the  law  applicable 
thereto  (Brief  p.  15). 

Appellant  understandably  attempts  to  bring  the  present 
case  within  the  law  laid  down  by  this  Court  in  Southern 
Pacific  Co.  V.  Berliner,  176  Fed.  2d  671,  and  R'lo  Grande 
Oil  Co.  V.  Welch,  101  Fed.  2d  454.  Neither  of  those  cases 
is  in  point.  Briefly,  the  reason  is  that  the  fundamental  issue 
in  each  of  those  cases  was  whether  any  new  capital  was 
added  as  a  result  of  an  admittedly  single  transaction.  Here 
there  is  no  question  that  new  capital  was  added,  but  the 
issue  is  whether  stamp  tax  is  due  upon  a  conversion  of 
old  into  new  stock  merely  because  additional  shares  repre- 
senting new  capital  are  issued  in  a  separate  transaction. 

Since  the  appellant  has  chosen  to  rely  so  heavily  on 
those  two  cases  a  more  thorough  examination  of  their 
respective  facts  is  in  order. 

In  Southern  Pacific,  the  company  exchanged  stock  hav- 
ing a  par  value  of  $100,  share  for  share  for  new  no-par 
stock  and  simultaneously  transferred  into  the  capital  ac- 
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count  $6,304,845.  It  is  perfectly  obvious  that  the  equity  or 
share  value  of  each  share  is  thereby  increased  from  $100  to 
$100  plus  its  pro  rata  share  of  the  new  capital.  In  other 
words,  the  asset  value  of  each  share  included  both  old  and 
new  capital.  The  intermingling  of  old  and  new  capital  was 
clear  and  the  trial  court  properly  so  found.  On  appeal,  the 
company  abandoned  this  issue  and  relied  entirely  upon  the 
proposition  that  the  $6,304,845  was  not  new  capital  be- 
cause it  was  for  practical  purposes  always  a  part  of  capital. 
This  Court  accurately  and  concisely  stated  that  the  issue 
''*  "^  *  narrows  down  to  the  single  question  whether 
the  Commissioner  was  right  in  finding  that  the  exchange 
effected  an  increase  in  capital  account"  (p.  672)).  and  de- 
cided only  the  issue  as  to  whether  this  amount  added  by 
this  single  transaction  was  new  or  old  capital,  rightly  con- 
cluding that  it  was  new^  capital  because  it  represented 
money  previously  available  for  dividends  now  capitalized. 

Here  the  appellee  does  not  deny  that  new  capital  was 
added  by  the  issuance  of  new  stock  in  partial  satisfaction 
of  dividend  claims.  Appellee  does  deny  that  any  new 
capital  was  added  as  a  result  of  the  conversion  of  old 
into  new  stock.  Clearly  this  is  so  because  the  equity  value 
or  proportionate  claim  against  the  company's  assets  is 
unchanged  thereby.  Indeed  the  parties  have  stipulated 
that  (referring  to  the  conversion)  "This  was  the  sole  and 
only  change  made  in  the  capital  structure  by  said  amend- 
ment to  the  Certificate  of  Incorporation."  [R.  29.]  It  is 
solely  upon  the  conversion  that  appellee's  claim  for  re- 
fund of  stamp  tax  is  based.  The  mere  fact  that  by  an- 
other and  separate  transaction  new  and  additional  stock 
was  issued  to  some,  but  not  all.  of  the  stockholders  in 
exchange  for  dividend  arrearages,  and  in  the  amount  of 
the  arrearages  settled  thereby,  does  not  serve  to  increase 
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the  equity  value  or  share  value  or  add  to  the  capital  back 
of  the  previously  converted  shares.  The  new  capital  is 
added  only  if,  as,  and  when  new  shares  are  issued  for 
dividend  arrearages.  In  Southern  Pacific  the  equity  value 
of  each  new  share  was  increased  by  its  share  of  the  new 
capital  because  it  was  no-par  stock.  Here  the  new  capital 
is  represented  by  claims  against  it  in  the  form  of  new 
shares  having  par  value  equal  to  the  new  capital.  This  is 
a  vital  distinction  between  the  two  cases.  .\ 

Southern  Pacific  would  be  here  in  point  only  if  in  that 
case  new  shares  of  the  same  share  value  had  been  ex- 
changed for  old,  and  then  additional  shares  had  been  is- 
sued against  the  new  capital.  This,  of  course,  did  not 
happen. 

Southern  Pacific  is,  therefore,  not  in  point  as  was  rec-. 
ognized  by  the  trial  court. 

Again  in  Rio  Grande  Oil  Co.,  referred  to  by  appellant 
as  an  a  fortiori  case,  the  primary  issue  was  not  whether 
intermingling  had  occurred  but  whether  any  new  capital 
had  been  added  by  the  transaction.  The  problem  arose  out  of 
the  transfer  of  appreciation  surplus  to  the  stock  account 
in  connection  with  an  exchange  of  stock.  The  company 
had  issued  5  shares  of  new  no-par  stock  in  exchange  for 
one  share  of  $25.00  par  stock  and  at  the  same  time  trans- 
ferred a  large  sum  to  the  stock  account.  If  this  transfer 
to  stock  account  in  fact  amounted  to  addition  of  new 
capital  then  it  is  obvious  that  the  5  shares  of  new  stock 
now  represented,  not  $25.00  as  before,  but  a  new  equity 
value  of  $25.00  plus  the  pro  rata  share  of  new  capital.  In 
other  words,  each  share  was  a  claim  against  both  old  and 
new  capital.  The  Court  therefore  stated  the  issue  to  be 
**whether  the  exchange  made  by  the  appellant  was  effected 
without  increase  of  its  capital"  and  found  that  such  an 
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increase  had  occurred  because  the  value  of  each  share  was 
increased  by  the  new  capital.  Only  one  exchange  of  stock 
was  there  involved,  rather  than  two  exchanges  as  here.  In 
the  instant  case  the  conversion  of  old  into  new  stock  did 
not  in  itself  increase  the  equity  or  book  value  of  the  stock, 
nor  was  the  equity  or  book  value  of  the  exchanged  shares 
affected  in  any  manner  by  the  issue  in  another  and  separate 
transaction  of  additional  shares  and  the  appropriation  of 
new  capital  to  those  shares  if,  as,  and  when  issued.  The 
Rio  Grande  case  would  only  be  in  point  had  the  exchange 
of  new  stock  for  old  stock  in  that  case  been  effected  (with- 
out changing  its  asset  value  or  par  value)  and  then  addi- 
tional shares  issued  if,  as,  and  when  the  additional  capital 
was  dedicated. 

It  is  believed  that  the  differences  in  the  legal  issue  pre- 
sented, as  well  as  the  factual  differences,  are  sufficient  to 
justify  w^hat  the  appellant  terms  the  "bald  statement"  of 
the  trial  judge  f  Brief  p.  20)  that  Rio  Grande  is  ''clearly 
distinguished  from  the  present  case  on  the  facts."  (Brief 
p.  20.)  In  addition  to  being  informed  by  briefs  of  coun- 
sel in  the  cause  below,  it  is  suggested  that  the  trial  judge 
in  the  preesnt  case  was  thorou.r^hly  familiar  with  the  facts 
of  Rio  Grande  inasmuch  as  that  judge  was,  as  United 
States  Attorney,  one  of  the  counsel  for  the  United  States 
Government  in  the  Rio  Grande  case. 

We  proceed  now  to  examine  what  the  appellant  asserts 
is  the  case  most  nearly  in  point  factually,  Anieriean  Gas  & 
Electric  Co.  v.  U.  S.,  69  Fed.  Supp.  614  (S.  D.  N.  Y.). 

That  American  Gas  &  Electric  Co.  is  distinguishable 
from  the  present  case  is  apparent  from  an  examination  of 
the  facts  there  involved.  There  the  com])any  had  out- 
standing a  numl)er  of  shares  of  no-par  stock  which  liad 
been  issued  at  varying  prices.     The  company   issued   the 
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same  number  of  shares  of  new  stock  of  par  value  $100  and 
transferred  to  capital  from  surplus  an  amount  equal  to  the 
difference  between  the  par  value  of  the  new  shares  and  the 
average  book  value  or  capital  stock  liability  of  the  old 
shares.  A  further  adjustment  to  the  capital  account  was 
made  by  adding  thereto  from  surplus  an  amount  equal  to 
the  difference  between  par  and  average  book  value  of  some 
39,162  of  the  new  shares  issued  to  the  public  through  un- 
derwriters for  cash,  at  par.  The  Court  held  the  entire 
issue  taxable  as  an  original  issue,  since  the  new  and  old 
capital  was  mingled  and  no  shares  could  be  identified  or 
segregated  from  the  others.  In  that  case  each  new  share, 
when  issued,  immediately  represented  an  interest  in  capital 
with  a  new  and  different  value,  while  in  the  case  at  bar  the 
exchange  of  new  for  old  stock  (both  of  par  value)  in  and 
of  itself  effected  no  change  in  the  capital  account  or  the 
value  of  the  stock  itself.  Furthermore,  the  other  transac- 
tion by  which  stockholders  could  waive  dividends  and 
receive  new  stock  did  not  change  the  value  of  the  stock 
exchanged  by  so  much  as  one  dollar — new  stock  being 
issued  and  new  capital  being  added  dollar   for  dollar. 

Actually  American  Gas  and  Southern  Pacific  are  per- 
fectly in  harmony,  representing  merely  two  sides  of  the 
same  coin.  In  Southern  Pacific  the  exchange  was  of  par 
for  no  par  stock  and  the  addition  of  new  capital,  so  the 
share  value  of  each  share  was  par  plus  pro  rata  value  of 
new  capital.  In  American  Gas  the  exchange  was  of  no-par 
for  par  stock  and  the  addition  of  sufficient  new  capital 
so  that  the  share  value  of  each  new  share  was  old  value 
plus  new  capital  which  equalled  the  new  share  value  of 
par.  In  both  of  the  cited  cases  it  is  clear  that  each  share's 
value  is  changed  by  the  addition  and  intermingling  of  new 
capital  and  old.     In  the  instant  case  the  conversion  of  old 


—13— 

into  new  stock  caused  no  change  in  share  value.  At  the 
conckision  of  that  conversion  the  share  or  par  value  of 
each  share  was  $50,  regardless  of  whether  any  share- 
holder elected  to  take  additional  shares  in  lieu  of  divi- 
dends. That  share  or  par  value  remained  $50  regardless 
of  when  or  how  many  new  shares  were  issued  at  $50  each. 
This  value  remained  unchanged  at  $50  even  though  addi- 
tional shares  were  issued  in  cancellation  of  dividends. 

p  American  Gas  will  be  further  discussed  in  connection 
with  the  analysis  of  U.  S.  v.  Pure  Oil  Co.,  135  F.  2d  578, 
below. 

The  appellant  contends  that  the  Pure  Oil  case  is  distin- 
guishable from  the  present  one  on  its  facts  (Brief  p.  23), 
but  that  if  not  distinguishable  then  the  Pure  Oil  case  is 
wrong  (Brief  p.  25). 

The  appellant  then  devotes  some  considerable  space  to 
arguments  concerning  the  correctness  of  that  decision. 
Perhaps  the  best  answer  to  this  contention  is  furnished 
by  the  statement  of  the  trial  judge  in  his  opinion  [  R.  69] 
where  in  reference  to  Pure  Oil  he  said : 

The  government  criticizes  this  decision,  at  the  same 

rtime  it  did  not  endeavor  to  justify  its  attempted  ex- 
action of  over  $20,000.00  by  applying  for  a  writ  of 
certiorari.  It  is  interesting  to  note  that  Circuit  Judge 
Minton,  now  a  member  of  the  Supreme  Court  of  the 
United  States,  concurred  in  said  opinion. 

An  additional  statement  from  the  opinion  of  the  trial 
judge  indicates  that  both  this  Court  and  the  trial  court 
in  the  Southern  Pacific  case  probably  considered  tliat  case 
and  Pure  Oil  not  in  irreconcilable  conflict. 

In  the  Southern  Pacific  case  Judge  Healy  did  not 
mention  the  Pure  Oil  case,  which  indicates  he  recog- 
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nized  that  factually  they  were  not  comparable.  The 
failure  to  refer  to  it  was  intentional  as  it  was  cited 
on  another  point  in  the  opinion  written  by  Judge 
Roche  in  the  District  Court  in  Southern  Pacific  Co. 
V,  Berliner,  7d>  F.  Supp.  696-697.     [R.  70.] 

Further  evidence  that  Pure  Oil  correctly  stated  the  law 
is  the  fact  that  in  American  Gas  the  Court  not  only  dis- 
tinguishes Pure  Oil  at  pages  619-620,  but  cites  Pure  Oil 
with  approval  at  page  618  and  intimates  that  on  similar 
facts  it  would  follow  the  Pure  Oil  case,  at  page  620. 

The  Pure  Oil  case  is  believed  by  the  appellee  to  be  al- 
most precisely  in  point  here,  and  the  following  quotation 
from  the  Court's  opinion  therein  sets  out  the  facts  and  con- 
clusions of  law  most  adequately. 

On  April  1,  1936,  defendant  had  outstanding  cer- 
tain shares  of  preferred  stock  on  which  there  were 
unpaid  accumulated  dividends,  on  8  per  cent  stock, 
of  $25.50  per  share,  on  6  per  cent  stock,  $19,125  per 
share.  Defendant  proposed,  and  its  shareholders 
agreed,  their  certificates  be  exchanged,  share  for 
share,  for  equal  shares  of  new  perferred  stock,  pay- 
ing a  lowTr  dividend,  plus  additional  shares  of  new 
stock  in  satisfaction  of  the  unpaid  dividends.  As  a 
result,  264,226  shares  of  outstanding  preferred  stock 
were  surrendered  and  an  equivalent  number  of  shares 
of  new  preferred  delivered  to  the  holders,  who  re- 
ceived also  56,115  shares  of  new  stock  in  satisfac- 
tion of  unpaid  dividends. 

*  *  *  Defendant  recognized  that  the  shares 
issued  in  satisfaction  of  unpaid  dividends  were  within 
the  term  ''original  issue"  and  paid  the  tax  upon  them. 
The  Government  contended,  and  the  trial  court  found, 
that  the  certificates  for  264,226  shares  issued  in  ex- 
change for  outstanding  stock  constituted  likewise  an 
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original  issue.     The  propriety  of   that  conclusion   is 
now  questioned. 

The  statute  clearly  indicates  that,  to  be  taxable, 
certificates  must  be,  in  point  of  time,  the  first  is- 
sued, whereby  the  issuing  corporation  certifies  own- 
ership by  its  shareholders  of  their  aliquot  parts  of 
the  capital  represented  by  the  certificates.  By  spe- 
cifying ''original  issue"  we  think  it  clear  that  the 
Congress  did  not  intend  to  tax  each  issue  but  only 
that  which  precedes  all  other  issues  subsequently  made 
when  original  certificates  are  surrendered  and  new 
ones  delivered  in  their  place  to  the  same  shareholders 
for  no  new  monetary  consideration.  Edwards  v. 
Wabash  Railway  Co.,  2  Cir.,  264  F.  610.  Nor  do  we 
think  it  of  any  importance  whether  shares  are  con- 
verted into  identical  or  variant  stock  or  whether  pre- 
ferred is  exchanged  for  common  or  common  for  pre- 
ferred, with  resulting  differences  in  rights  and  privi- 
leges, for  the  test  is  not  whether  the  reissue  is  of  dif- 
ferent type  but,  rather,  whether  it  is  ''original". 

It  was  to  defendant's  interest  to  liquidate  its  un- 
paid accumulated  dividends  and  to  bring  about  a  lower 
dividend  for  the  future.  When,  with  this  end  in  view, 
defendant  issued  an  equal  amount  of  new  stock  for 
that  part  of  the  corporate  assets  represented  by  previ- 
ously existing  shares,  it  made  no  addition  to  its  cai)i- 
tal.  It  accomplished  nothing  other  than  replacement 
of  older  preferred  stock  with  new,  smaller  dividend 
stock;  the  holders  retained  the  same  proportionate 
interests  in  the  capital  assets.  The  additional  shares 
issued  in  satisfaction  of  unpaid  dividends  represented 
the  only  contribution  to  cai)ital  effectuated :  that  and 
that  alone  was  an  original  issue,  Edwards  v.  Wabash 
Railway  Co.,  2  Cir.  264  F.  610;  Trumbidl  Steel  Co. 
V.  Roiitzahn,  D.  C,  292  F.  1009;  Roiitcahn  v.  Triim- 
bcll  Steel  Co.,  6  Cir.   300  F.    1006;    West    Viryiiiia 
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Pulp  &  Paper  Co.  v.  Bowers,  D.  C,  293  F.  144,  af- 
firmed 2  Cir.,  297  F.  225,  certiorari  denied  265  U. 
S.  584,  44  S.  Ct.  459,  68  L.  Ed.  1191 ;  Standard  Man- 
tifaefuring  Co.  v.  Heiner,  D.  C,  300  F.  252;  Cuba 
Raihvay  Co.  v.  United  States,  60  Ct.  CI.  272;  Cleve- 
land Provision  Co.  v.  Weiss,  D.  C,  4  F.  2d  408;  In  re 
Grant-Lees  Gear  Co.,  Bankrupt,  D.  C,  1  F.  2d  393.      | 

The  Government  insists  that  the  entries  upon  the 
corporate  books  fail  to  disclose  any  shares  specifically 
designated  as  a  substitution  for  old  certificates.  It 
suggests  that  inasmuch  as  no  shares  were  issued  in 
lieu  of  any  certain  specified  shares  and  no  specific 
certificates  charged  against  capital  or  surplus,  it  is  im- 
possible to  classify  the  entire  new  issue  as  other  than 
original.  But  book  entries  alone  are  not  decisive. 
Rio  Grande  Oil  Company  v.  Welch,  9  Cir.,  101  F.  2d 
454.  And,  so  here,  we  receive  no  enlightenment  from 
the  formal  ledger  capital  set-up.  The  imdisputed  fact 
is  that  the  old  preferred  stock  was  exchanged  share 
for  share  and  the  dividend  arrears  satisfied  by  issu- 
ance of  additional  shares.  Whatever  the  book  en- 
tries, the  only  new  thing  that  could  properly  have  gone 
into  the  capital  account  was  the  contribution  by  the 
shareholders  of  their  unpaid  dividends  to  the  corpora- 
tion in  consideration  of  which  they  received  the  addi- 
tional shares. 

To  the  appellee  the  Pure  Oil  case  seems  almost  squarely 
in  point — certainly  more  nearly  so  than  Southern  Pacific 
or  American  Gas  &  Electric  Co.  If  anything  the  case 
of  the  appellee  is  somewhat  stronger  than  that  of  the 
taxpayer  in  Pure  Oil  because  here  the  stockholders  had  the 
option  to  take  or  refuse  the  additional  shares. 

The  appellant  understandably  seeks  to  distinguish  the 
Pure  Oil  case  but  rather  surprisingly  asserts  that  this 
case  diflfers  from  Pure  Oil  in  the  ''same  material  respect 


—17— 

as  the  facts  of  American  Gas  differed  from  those  of  Pure 
our     (Brief  p.  23.) 

Appellee  quotes  herewith  the  identical  quotations  from 
American  Gas  cited  by  appellant  in  its  brief,  pages  23-24: 

Plaintiff  contends  that  the  transaction  here  was 
clearly  analogous  to  the  transaction  in  the  Pure  Oil 
case.  It  says  that  the  only  distinction  betzveen  the 
tzvo  cases  is  that  here  plaintiff,  instead  of  using  the 
amount  transferred  from  surplus  to  capital  as  the 
basis  for  issuing  additional  shares  as  a  dividend 
[as  was  done  in  Pure  Oil],  used  it  as  the  basis  for 
increasing  the  capital  liability  per  share  from  $94  to 
$100;  that,  in  other  zvords,  instead  of  issuing  one 
new  share  representing  the  same  capital  liability  of 
$94  as  the  old  share,  and  a  separate  share  represent- 
ing a  capital  liability  of  $6 — as  it  might  have  done 
— it  issued  a  single  share  representing  a  capital  lia- 
bility of  $94  plus  $6. 

But  this  distinction  is  important.  *  *  *  (Ital- 
ics supplied.) 

The  fallacy  in  plaintiff's  position  is  that  it  takes 
an  average  and  assumes  that  each  old  share  ex- 
changed represented  a  ca])ital  liability  of  $93.9995 
per  share.  If  that  were  so,  the  amount  transferred 
from  surplus  to  capital  might  be  treated  as  a  dis- 
tribution or  a  dividend,  upon  each  share  and  an  al- 
location made  between  the  shares  issued  in  payment 
of  such  distribution  or  dividend  and  the  shares  issued 
in  exchange  for  the  old  stock,  as  was  done  in  the  Pure 
Oil  case.  But  that  is  impossil)le  here,  for  the  shares 
as  to  which  such  a  distribution  or  dividend  might 
properly  be  said  to  have  been  made  cannot  be  identi- 
fied and  segregated  from  the  others.  *  *  *  (Ital- 
ics supplied  by  appellant.) 
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Appellant  then  correctly  interprets  the  American  Gas 
decision  as  saying  that  the  Pure  Oil  decision  concerns  in 
reality  two  separate  transactions  and  further  admits  that 
''perhaps  the  result  in  the  Pure  Oil  case  was  correct"  be- 
cause of  the  ability  to  identify  definite  shares  issued 
against  the  increased  capital.  (Brief  pp.  24-25.)  Appel- 
lee believes  the  same  ability  to  identify  definite  shares  as 
in  the  Pure  Oil  case  exists  here. 

Appellant  then  states  (Brief  p.  25)  : 

On  that  basis  the  instant  case  is  certainly  to  be  dis- 
tinguished from  Pure  Oil,  where  the  Court  of  Appeals 
said  (p.  579)  that  the  undisputed  "fact"  was  that  the 
old  preferred  stock  was  exchanged  share  for  share 
and  the  dividend  arrears  were  satisfied  by  issuance  | 
of  additional  shares — albeit  at  one  and  the  same  time. 

Appellant  does  not  then  say  how  our  case  is  to  be  dis- 
tinguished from  Pure  Oil  or  analogized  with  American 
Gas  but  rather  proceeds  to  dispute  the  rationale  of  the 
Pure  Oil  case.  In  other  words  appellant  states  that  the 
present  case  is  like  American  Gas  rather  than  Pure  Oil 
but  instead  of  distinguishing  this  case  from  Pure  Oil 
proceeds  to  attack  the  Pure  Oil  case. 

Let  us  return  to  the  portions  of  the  American  Gas 
opinion  quoted  above  and  see  wherein  they  apply  to  this 
case.  As  pointed  out  in  the  italicized  portion,  the  new 
capital  in  American  Gas  was  used  to  increase  the  capital 
liability  per  share  from  94  to  100  dollars.  In  Pure  Oil 
the  capital  value  per  share  remained  unchanged  and  addi- 
tional shares  were  issued  against  the  additional  capital, 
thus  causing  no  change  in  capital  value  per  share.  In  the 
present  case  the  capital  value  of  $50  per  share  estab- 
lished upon  the  conversion  was  not  changed  one  iota  by 
the    issuance    of    additional    shares    against    equivalent 
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amounts  of  new  capital  at  the  rate  of  $50  per  share.  In 
other  words,  the  share  value  of  $50  remained  that  value, 
regardless  of  whether  no  shareholder  accepted  the  addi- 
tional stock  or  whether  some  or  all  shareholders  accepted 
the  offer. 

American  Gas  is  also  clearly  distinguished  from  the 
present  case  in  that  there,  only  one  transaction  was  in- 
volved and  the  taxpayer  there  never  even  contended  other- 
wise. The  argument  there  was  that  the  tax  should  be 
measured  only  by  the  increase  in  capital  liability  per 
share  (cf.  above  quotation  from  opinion).  There  was  no 
such  increase  in  capital  liability  per  share  in  this  case. 

Appellee  contends  that  American  Gas  is  not  in  point  and 
furthermore  that  the  same  distinctions  there  pointed  out 
by  the  Judge  between  it  and  Pure  Oil  serve  to  distinguish 
American  Gas  from  the  present  case. 

i  As  mentioned  before  briefly,  the  appellant  repeatedly 
asserts  (Brief  pp.  9,  14,  20,  26)  in  slightly  varying  termi- 
nology that  the  tax  must  be  imposed  unless  definite  or 
specific  shares  can  be  positively  identified  as  having  been 
issued  against  specific  segments  of  new  capital.  As  au- 
thority therefor  it  quotes  three  decisions  of  Circuit  Courts 
and  two  District  Court  decisions  (Brief  p.  9).  Careful 
perusal  of  the  three  Circuit  Court  decisions  cited  {South- 
ern Pacific,  Rio  Grande  Oil  Co.  and  W.  T.  Grant  Co.  v. 
Diiggan,  94  F.  2d  859),  does  not  reveal  any  such  state- 
ment as  having  been  made  by  the  Court  in  any  of  these 
cases.  (In  Southern  Pacific  the  Court  states  something 
similar  as  an  argument  of  the  Commissioner.)  It  is  con- 
ceded that  in  the  two  District  Court  decisions  cited  {Amer- 
ican Gas  and  Southern  Pacific  v.  Berliner,  7?^  Fed.  Supp. 
696)  statements  along  this  line  were  made.  Tn  Southern 
Pacific  (District  Court)  the  language  was  ''*     *     *     with- 
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out  any  allocation  of  specific  shares  to  such  transferred 
sum  *  *  *".  (Appellant's  Brief  p.  17)  and  in  Ameri- 
can Gas  the  Court's  statement  which  refers  to  identifica- 
tion or  segregation  of  shares  is  immediately  preceded,  as 
shown  by  the  above  quotation  from  that  case,  by  the 
Court's  statement  that  the  sort  of  allocation  which  the 
Court  had  in  mind  might  be  made  in  the  Ptn^e  Oil  type  of 
case. 

It  is  worthy  of  note  that  in  each  of  the  five  cases  cited 
by  appellant  on  this  point  only  one  transaction  admittedly 
was  involved,  and  in  every  such  case  the  capital  value 
per  share  was  increased  by  the  new  capital.  In  the  only 
case,  Pure  Oil,  where  two  transactions  were  involved,  as 
here,  and  where  the  capital  value  per  share,  as  here,  was 
unchanged  by  the  issuance  of  additional  shares,  the  Court 
definitely  rejected  the  Commissioner's  specific  identifica- 
tion argument  in  the  following  manner : 

It  (the  Government)  suggests  that  inasmuch  as  no 
shares  were  issued  in  lieu  of  any  certain  specified 
shares  and  no  specific  certificates  charged  against 
the  capital  or  surplus  it  is  impossible  to  classify  the 
entire  new  issue  as  other  than  original. 

The  undisputed  fact  is  that  the  old  preferred  stock 
was  exchanged  share  for  share  and  the  dividend  ar- 
rears satisfied  by  issuance  of  additional  shares.  What- 
ever the  book  entries,  the  only  new  thing  that  conld 
properly  have  gone  into  the  capital  account  was  the 
contribution  by  the  shareholders  of  their  unpaid  divi- 
dends to  the  corporation  in  consideration  of  which 
they  received  the  additional  shares.  (Italics  supplied.) 

It  is  respectfully  submitted  that  the  Courts  have  applied 
the  allocation  or  identification  argument  so  as  not  to  re- 
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quire  specific  shares  to  be  identified  by  number,  page  and 
journal  entry,  but  only  to  require  a  reasonable  identifica- 
tion of  a  block  of  shares  with  a  segment  of  capital.  It 
is  the  appellee's  belief  that  it  has  met  the  burden  of 
proof  in  this  regard  inasmuch  as  the  new  shares  issued 
in  lieu  of  dividend  arrearages  can  be  identified,  and  exactly 
the  same  possibilities  of  identification  exist  here  as  in  Pure 
Oil.  Indeed  the  parties  have  virtually  stipulated  that  such 
segregation  is  possible  when  they  stipulated  (referring  to 
the  conversion  of  stock  by  the  amendment  of  the  Certifi- 
cate of  Incorporation) :  ''This  was  the  sole  and  only 
change  made  in  the  capital  structure  by  said  amendment 
to  the  Certificate  of  Incorporation."  [R.  29]  and  that 
"*  *  *  such  new  shares  being  issued  if,  as  and  when 
the  dividend  arrearages  were  zuaived,  and  in  exchange 
therefor."     [R.  30.]      (Italics  supplied.) 

Perhaps  the  best  answer  to  the  "intermingling"  argu- 
ment of  appellant  is  furnished  by  analyzing  its  statement 
(Brief  p.  20),  which  by  virtue  of  italicizing  it  apparently 
considers  quite  important,  in  which  it  says:  ''Each  new 
preferred  stockholder,  regardless  of  zuhether  he  zi'as  one 
of  those  zvho  had  zvaived  his  right  to  the  dividend  ar- 
rearages, received  an  interest  in  the  newly  augmented 
capital  measured  by  the  number  of  shares  held." 

The  error  of  this  conclusion  is  quite  api)arent,  for  if  no 
shareholder  had  consented  to  accept  new  shares  in  lieu  of 
dividends,  and  they  were  under  no  legal  compulsion  to  do 
so,  there  would  have  been  no  "augmented  capital,"  and 
even  if  others  consented  and  one  did  not,  his  claim  in  dol- 
lars against  the  capital  account  was  not  changed  by  so 
much  as  one  penny.  His  claim  against  the  capital  ac- 
count was  only  changed  if,  as  and  when  he  waived  divi- 
dends and   accepted   new    stock   in   lieu   thereof,    and    the 
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change  was  in  exactly  the  amount  of  dividends  satisfied 
by  the  new  stock,  and  in  exactly  the  amount  of  new  capital 
added  by  virtue  of  his  waiver. 

Finally  as  to  the  effect  of  Congressional  attempts  to 
remedy  the  inequities  of  such  decisions  as  American  Gas 
&  Electric  Co.  and  Southern  Pacific  Co.,  it  is  not  and 
never  has  been  the  appellee's  contention  that  the  amend- 
ment to  the  Internal  Revenue  Code,  Section  1802,  effective 
August  8,  1947,  was  by  its  terms  retroactive.  Appellee 
does,  howTver,  contend  that  the  following  language  from 
House  Ways  and  Means  Report  No.  969  on  H.  R.  3613, 
is  indicative  of  an  intent  to  enact  remedial  legislation : 

This  bill  would  amend  three  sections  of  the  Internal 
Revenue  Code  relating  to  the  stamp  and  document 
taxes  on  issues  of  capital  stock  and  bonds,  respectively. 
In  general,  it  is  designed  to  remove  certain  inequities 
arising  under  code  sections  1802  and  3481.  At  present, 
in  some  cases,  the  tax  imposed  under  section  1802  on 
capital  stock  issues,  once  levied,  must  be  reimposed 
upon  part  of  a  new  capital  stock  issue.     .     .     . 

Your  committee  sees  no  justification  whatever  for 
permitting  these  inequities  to  continue.  Their  re- 
moval will  greatly  simplify  present  procedures  and 
will  have  no  material  effect  upon  Federal  revenues. 

Conceding  arguendo  that  this  remedial  statute  has  no 
retroactive  application  and  only  the  "law"  as  it  stood  prior 
to  its  correction  is  to  be  considered  in  this  case,  we  are 
presented  with  the  question,  ''What  is  the  'law'  in  such 
cases?"  Appellant  argues  that  the  "law"  as  expounded  in 
American  Gas  &  Electric  Co.,  Southern  Pacific  Co.,  and 
similar  cases  must  be  applied  to  the  facts  of  the  present 
case. 
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On  the  other  hand  appellee  contends  that  the  cases  cited 
by  appellant  in  support  of  its  position  are  all  distinguish- 
able on  their  facts  and  that  the  case  most  nearly  in  point, 
Pure  Oil,  supports  appellee's  position.  It  should  be  noted 
that  appellant  makes  no  satisfactory  distinction  between 
Pure  Oil  and  the  present  case  but  contents  itself  with  the 
claim  that  Pure  Oil  is  incorrect  on  the  law.  The  best  then 
that  can  be  said  for  appellant's  position  is  that  in  some 
jurisdictions  cases  with  somewhat  similar  (but  distinguish- 
able) facts  have  been  decided  in  its  favor,  while  in  an- 
other jurisdiction,  upon  facts  almost  precisely  in  point, 
the  'law"  was  found  to  be  in  favor  of  the  taxpayer.  It  is 
also  worthy  of  note  that  the  Bureau  of  Internal  Revenue 
did  not  apply  for  certiorari  in  Pure  Oil  in  order  to  resolve 
the  "conflict"  in  law,  if  any  there  be.  Appellee  contends 
that  Pure  Oil  is  the  "law"  on  these  facts. 

However,  granting  arguendo  that  the  "law"  is  uncer- 
tain, then  it  is  appellee's  respectful  contention  that  in  cases 
of  such  uncertainty  that  reasonable  minds  and  courts  have 
differed,  that  the  law,  as  applied  in  certain  cases,  which 
Congress  has  found  to  be  inequitable,  should  not  be  ex- 
tended beyond  those  cases  to  which  it  is  clearly  applicable. 
The  present  case  on  its  facts,  as  hereinabove  set  forth,  is 
not  such  a  case. 

In  any  event,  regardless  of  the  remedial  legislation,  ap- 
pellee contends  that  the  facts  of  this  case  bring  it  within 
the  ambit  of  the  Pure  Oil  case  and  place  it  outside  that 
of  Southern  Paeific. 
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Conclusion. 

The  decision  of  the  District  Court  is  correct  and  should 
be  affirmed. 

Respectfully  submitted, 

Dempsey,  Thayer,  Deibert  &  Kumler,^ 
Thomas  R.  Dempsey, 
Wellman   p.   Thayer, 
Arthur  H.  Deibert, 
William  L.  Kumler, 

Counsel  for  Appellee. 

Henry  W.  Coil, 

Associate  Counsel. 
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2  Erwin  P.  Werner  vs. 

United  States  District  Court,  Southern  District 
of  California,  Central  Division 

No.  10539-C 

ERWIN  P.  WERNER, 

Plaintiff, 

vs. 

UNITED  STATES  OP  AMERICA, 

Defendant. 

ACTION  FOR  REFORMATION  OF  LEASE 
AND  REASONABLE  RENTAL  FOR  USE 
AND  OCCUPATION  OF  LAND 

Comes  Now  Plaintiff  and,  for  several  causes  of 
action,  alleges  as  follows : 

First  Cause  of  Action 

I. 
That,  at  all  times  herein  mentioned,  Plaintiff  has 
been,  and  now  is,  a  resident  of  the  County  of  Los 
Angeles,  State  of  California,  and  at  all  times  has 
been,  and  now  is,  a  citizen  of  the  United  States. 

II. 

That  the  United  States  District  Court  has  juris- 
diction over  this  litigation  by  reason  of  the  fact 
that  the  Defendant  is  the  United  States  of  America 
and  the  Plaintiff  is  a  citizen  of  said  country. 

III. 

That  at  all  times  herein  mentioned  the  Plaintiff 
has  been,  and  now  is,  the  legal  owner  in  fee,  and 
entitled  to  possession  and  enjoyment  of  that  certain 
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parcel  of  land  situated  in  Riverside  County  and 
consisting  of  forty  acres,  which  is  more  particularly 
described  as  follows: 

The  southeast  (SE)  one-quarter  (14)  of  the 

r        southeast    (SE)    one-quarter    (14)    of   Section 
Sixteen     (16),    Township    Three     (3)     South, 
Range  four  (4)  West,  S.B.B.  &  M.  continuing 
P        forty  (40)  acres  more  or  less. 

IV. 

That  prior  to  the  1st  day  of  February,  1943,  the 
above-described  property  was  placed  and  held  in 
trust  by  Mark  L.  Herron  and  Barbara  Herron,  his 
wife,  as  trustees,  with  directions  and  upon  the  un- 
derstanding that  said  property  would  be  returned 
to  the  Plaintiff  herein,  upon  Plaintiff's  request. 

^  That  on  or  about  the  1st  day  of  February,  1943, 
and  while  said  land  was  so  held  in  trust  by  the  said 
Mark  L.  Herron  and  his  wife,  Barbara,  as  trustees, 
as  aforesaid,  a  lease  of  said  land  was  made  and 
entered  into  by  and  between  said  trustees,  as  lessor, 
with  the  United  States  of  America,  as  lessee,  copy 
of  said  lease  being  attached  hereto  and  made  a  part 
hereof  and  being  marked  *^ Exhibit  A."  That  said 
lease  was  prepared  by  the  United  States  of  America, 
Defendant.  That  the  United  States  of  America, 
under  the  terms  and  conditions  of  said  lease,  agreed 
to  pay  to  the  lessor,  or  his  assigns,  a  rental  in  the 
sum  of  $25.00  per  year,  payable  from  execution  of 
the  lease  and  to  continue  thereafter  until  the  ter- 
mination of  the  '^unlimited  national   emergency," 
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as  declared  by  the  President  of  the  United  States 
on  May  27,  1941,  by  Proclamation  2487.  That,  by 
and  through  a  mutual  mistake  of  Plaintiff  and 
Defendant,  as  hereinafter  set  forth,  said  lease  did 
not  and  does  not  now  truly  state  or  express  the 
intention  of  the  said  parties. 

VI.  i 

That  at  the  time  of  issuance  of  the  said  Presi- 
dential Proclamation,  heretofore  referred  to,  the 
defendant  Government  was  then  in  a  state  of  war 
with  enemies  then  unknown,  but  at  the  date  of  the 
execution  of  the  said  lease  the  Defendant  was  en- 
gaged in  actual  warfare  with  the  foreign  nations  of 
Italy,  Germany  and  Austria,  and  the  Imperial  Gov- 
ernment of  Japan,  which  constituted  the  ^^Axis 
belligerents"  referred  to  in  said  proclamation.  That, 
on  the  1st  day  of  February,  1943,  it  was  therefore 
the  mutual  understanding  of  the  parties  to  this 
agreement  that  by  the  use  of  the  words  in  said 
lease,  namely,  ^'that  said  lease  shall  in  no  event 
extend  beyond  six  months  from  the  date  of  the 
termination  of  the  unlimited  emergency,  as  de- 
clared by  the  President  of  the  United  States  on 
May  27,  1941  (Proclamation  2487),''  was  meant  in 
their  ordinary  and  popular  sense  to  mean  and  was, 
on  the  date  of  the  execution  of  said  lease,  under- 
stood to  be,  '^six  months  from  the  date  of  the 
cessation  of  actual  hostilities  with  the  said  Axis 
nations  then  at  war,  or  the  surrender  of  said  Axis 
nations,"  which  surrender  finally  occurred  on  the 
14th  day  of  August,  1945 ;  that  in  truth  and  in  fact, 
on  the  31st  day  of  December,  1946,  it  was  declared 
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by  proclamation  of  the  President  of  the  United 
States,  Proclamation  2714,  that  ^^  there  was  the  ces- 
sation of  hostilities  of  World  War  II." 

VII. 

That  until  the  reconveyance  to  Plaintiff  of  said 
real  property,  as  aforesaid,  the  terms  and  conditions 
of  said  lease  agreement  and  mutual  mistake  were 
unknown  to  the  Plaintiff  herein,  until  June  14, 
1948,  when  a  copy  of  said  lease  was  delivered  to 
Plaintiff  by  said  trustees.  That  immediately  since 
that  time  and  upon  the  said  discovery  of  the  said 
mutual  mistake,  the  Plaintiff  has  demanded  that 
Defendant  reform  said  lease  and  correct  the  said 
mutual  mistake,  but  Defendant  has  at  all  times 
herein  mentioned  refused  to  do  so. 

VIII. 

Plaintiff  alleges  that  said  real  property  has  a 
fair  market  value  of  approximately  $20,000.00;  and 
that  it  is  grossly  unjust,  unfair  and  inequitable  for 
the  said  Defendant  to  assert  any  right,  title  or  in- 
terest in  and  to  said  contract  lease,  under  its  present 
terms  and  conditions,  as  it  must  be  presumed  that 
the  parties  hereto  intended  to  make  an  equitable 
and  conscientious  agreement  and  lease  of  said  real 
property. 

Second  Cause  of  Action 

I. 

Plaintiff  incorporates  paragraphs  I,  II,  III,  IV, 

V,  VT,  VII  and  VIII  of  the  first  cause  of  action 

and  makes  them  a  part  of  this,  his  second  cause  of 
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action,   the   same   as   though   separately   set   forth 
herein. 

11. 
That  said  lease  was  terminated  on  the  14th  day 
of  August,  1945,  by  reason  of  the  said  cessation  of 
hostilities  on  the  part  of  the  said  Axis  nations ;  that 
ever  since  said  date  of  August  14,  1945,  the  Defend- 
ant has  been  in  actual  possession  and  enjoyment  of 
the  said  real  property.  Plaintiff  further  alleges 
that  the  fair  market  value  of  said  land  is  $20,000.00. 

III. 

That  the  use  of  said  real  property  for  said  period 
was  reasonably  worth  $2,500.00  per  year;  that  the 
Defendant  has  not  paid  said  sum  or  any  part 
thereof. 

Wherefore,  Plaintiff  prays  judgment  against  the 
Defendant  as  follows: 

1.  That  by  decree  of  this  court  the  hereinabove 
mentioned  lease  dated  1st  day  of  February,  1943, 
be  reformed  to  conform  with  the  actual  intention  of 
the  parties. 

2.  For  the  reasonable  value  of  the  use  and  oc- 
cupation of  said  real  property  occupied  by  Defend- 
ant since  the  14th  day  of  August,  1945. 

3.  For  such  other  and  further  relief  as  to  the 
court  may  seem  proper. 

/s/  MILAN  MEDIGOVICH, 
Attorney  for  Plaintiff. 

/s/  ERWIN  P.  WERNER, 
In  Propria  Persona. 
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EXHIBIT  A 

U.  S.  Standard  form  No.  2  (revised) 

Copy 

Lessor 

Lease 
Between  Mark  L.  Herron  and  Barbarra  W.  Her- 
ron  and  the  United  States  of  America. 

1.  This  Lease,  made  an  entered  into  this  first 
day  of  February  in  the  year  one  thousand  nine 
hundred  and  forty  three  by  and  between  Mark  I. 
Herron  and  Barbarra  Herron,  husband  and  wife 
whose  address  is  1025  Ch^tpman  bldg,  Los  Angeles, 
California,  for  themselves,  their  heirs,  executors, 
administrators,  successors,  and,  assigns,  hereinafter 
called  the  lessor,  and  the  United  States  of  America, 
hereinafter  called  the  government: 

Witnesseth :  The  parties  hereto  for  the  considera- 
tion hereinafter  mentioned  covenant  and  agree  as 
follows : 

2.  The  lessor  hereby  leases  to  the  Government 
the  following  described  premises,  viz: 

All  of  that  parcel  of  land  in  the  Alessandro 
District,  County  of  Riverside,  State  of  Cali- 
fornia, described  as: 

The  Southeast  quarter  (SE^/i)  of  the  South 
east  quarter  (SE14)  of  Section  1(),  Township 
3  South,  Ranges  4  West,  S.B.B.  &  M.,  contain- 
ing forty  acres,  more  or  less. 
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(rubber  stamp)  The  supplies  and  services  to 
be  obtained  by  this  instrument  are  authorized 
by,  are  the  purpose  set  forth  in,  and  (unread- 
able) procurement  authority. 

8-30068  p  330-05  A  0905-  24 

the  available  balance  of  which  is  sufficient  to 
cover  the  cost  of  same 

to  be  used  exclusively  for  the  following  puposes 
(see  instrucion  3:  Military  purposes. 

3.  To  Have  and  to  Hold  the  said  premises  with 
their  appurtanances  for  the  term  beginning  Febru- 
ary 1,  1943  and  ending  with  June  30,  1943 

MLH 
BWH 

negotiated  lease 

4.  The  government  shall  not  assign  this  lease 
in  any  event,  and  shall  not  sublet  the  premises 
except  to  a  desirable  tenant,  and  for  a  similar  pur- 
pose, and  will  not  permit  the  use  of  said  premises 
by  anyone  other  than  the  government,  such  sub- 
lessee, and  the  agents  and  servants  of  the  Govern- 
ment, or  of  such  sublessee. 

5.  This  lease  may,  at  the  option  of  the  govern- 
ment, be  renewed  from  year  to  year  at  a  rental  of 

Twenty-five  and  no/100  ($25.00)  per  year 
and  otherwise  on  the  terms  and  conditions  herein 
specified,  provided  notice  be  given  in  writing  to 
the  lessor  at  least  thirty  days  (30  before  this  lease 
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or  any  renewal  thereof  would  otherwise  expire; 
provided  that  no  renewal  thereof  will  extend  the 
period  of  occupancy  of  the  premises  beyond  six 
(6)  months  from  the  date  of  the  termination  of 
the  unlimited  emergency,  as  declared  by  the  Presi- 
dent of  the  United  States  on  May  27th,  1941,  (Proc- 
lamation 2487). 

6.  The  lessor  shall  furnish  to  the  Government, 
during  the  occupancy  of  said  premises,  under  the 
terms  of  this  lease,  as  part  of  the  rental  considera- 
tion, the  following: 

Nothing. 

7.  The  Government  shall  pay  the  lessor  for  the 
premises  rent  at  the  following  rate : 

Twenty-five  and  nonOO  Dollars  ($25.00)  per 
year,  or  prorata  amount  for  ffactional  period  of 
use  thereof. 

Finance  officer,  U.S.  Army,  Port  Douglas, 
Utah,  is  deignated  to  pay  this  rental. 

Payment  shall  be  made  at  the  end  of  each  fiscal 
year. 

8.  The  Government  shall  have  the  right,  during 
the  existance  of  this  lease,  to  make  alterations,  at- 
tach fixtures,  and  erect  additions,  such  alterations, 
additions,  structures,  or  signs  shall  not  be  detri- 
mental, to  or  inconsistent  with  the  riglits  granted 
to  other  tenants  on  the  property  or  in  the  building 
in  which  said  premises  are  located) ;  wliicli  aiMi- 
tions,  fixtures,  or  structures  so  i)laced  in  or  upoun 
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or  attached  to  the  said  premises  shall  be  and  remain 
the  property  of  the  Government  and  may  be  re- 
moved therefrom  by  the  Government  prior  to  the 
termination  of  this  lease,  and  the  Government,  if 
required  by  the  lessor,  shall,  before  the  expira- 
tion of  this  lease  or  renewel  thereof,  reestor  the 
premises  to  the  same  condition  as  that  existing  at 
the  time  of  entering  upoun  the  same  under  this 
lease,  reasonable  and  ordinary  ware  and  tear  and 
damages  by  the  elements  or  by  circumstances  over 
which  the  Government  has  no  control,  excepted: 
Provided,  however,  that  if  the  lessor  requires  such 
restoration,  the  lessor  shall  give  written  notice 
thereof  to  the  Government  twenty  days  (20)  before 
the  termination  of  this  lease. 

9.  (cancelled) 

10.  (cancelled) 

11.  No  member  of  or  delegate  to  Congress  or 
resident  commissioner  shall  be  admitted  to  any  share 
or  part  of  this  lease  or  to  any  benefit  to  arise  there- 
from. Nothing,  however,  herein  contained  shall  be 
construed  to  extend  to  any  incorporated  company,  if 
the  lease  be  for  the  general  benefit  of  such  corpora- 
tion or  company. 

12.  The  Government  reserves  the  right  to  cancel 
this  lease  at  any  time  during  its  life  or  renewel 
thereof  by  giving  thirty  days  (30)  advance  written 
notice  to  the  lessor. 

13.  The  condition  of  the  demised  premises  is 
outlined  in  a  joint  Record  of  Physical  Survey  which 
is  appended  hereto  and  made  a  part  hereof. 
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Paragraphs  9  and  10  deleted,  and  Paragraphs  12 
and  13  added  prior  to  execution  hereof, 

MLH 
BWH 

In  Witness  Whereof,  the  parties  hereto  have 
hereunto  set  and  subscribed  their  names  as  of  the 
date  first  above  written. 

MARK  L.  HEREON 
MARK  L.  HERRON,  and 

BARBARRA  W.  HERRON 
BARBARRA  W.  HERRON, 

husband  and  wife 
Lessor 

UNITED  STATE  OF  AMERICA 

By  THOMAS  F.  CROGAN 

Chief,  Los  angeles  Sub-office 
Official  title 
Contracting  officer. 

INEZ  M.  KEMPER 
INEZ  M.  KEMPER 

2020  Beachwood  Dr. 
(Address) 

Hollywood,  Calif. 

(If  the  lessor  is  a  corporation,  the  following 
certificate  shall  be  executed  by  the  secretary  as 
assistant  secretary.) 

L,   ,  certify  that  I  am  the  

Secretary  of  the  corporation  named  as  Lessor  in 

the    attached   lease:    that    ,   who   signed 

said    lease    on    behalf    of    th(^    Lessor,    was    thcMi 
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of  said  corporation :  that  said  lease  was 

duly  signed  for  and  in  behalf  of  said  corporation 
by  authority  of  its  governing  body,  and  is  within 
the  scope  of  its  corporate  powers. 


1 


[Corporate  Seal.] 
Instructions  to  Be  Observed  in  Executing  Lease 

1.  This  standard  form  of  lease  shall  be  used 
whenever  the  Government  is  the  lesseee  of  real 
property;  except  that  whenever  the  total  considera- 
tion does  not  exceed  $100  and  the  term  of  the  lease 
does  not  exceed  one  year  the  use  of  this  form  is 
optional.  In  all  cases  where  the  rental  to  be  paid 
exceeds  $2,000.  per  annum  tha  annual  rental  shall 
not  exceed  15  per  cenum  of  the  fair  market  value 
of  the  rented  premise  at  the  date  of  the  lease. 
Alterations,  improvements,  and  repairs  of  the 
rented  premises  by  the  Government  shall  not  ex- 
ceed 25  per  centum  of  the  amount  of  the  rent  for 
the  first  year  of  the  rental  term  or  or  for  the  rental 
term  if  less  than  one  year.  l 

2.  The  lease  shall  be  dated  and  the  full  name 
and  address  of  the  lessor  clearly  written  in  para- 
graph 1. 

3.  The  premises  shall  be  fully  described,  and,  in 
case  of  rooms,  the  floor  and  room  number  of  each 
room  given.  The  language  inserted  at  the  end 
of  article  two  of  the  lease  should  specify  only  the 
general  nature  of  the  use,  that  is,  ^^oofice  quarters," 
'^storage  space,"  etc. 
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4.  Whenever  the  lease  is  executed  by  an  at- 
torney, agent,  or  trustee  on  behalf  of  the  lessor,  two 
authenticated  copoes  od  his  power  of  Attorney,  or 
other  evidence  to  act  on  behalf  of  the  lessor,  shall 
accompany  the  lease. 

5.  When  the  lessor  is  a  partnership,  the  names 
of  the  partners  composing  the  firm  shall  be  stated 
in  the  body  of  the  lease.  The  lease  shall  be  signed 
with  the  partnership  name,  followed  by  the  name 
of  the  partner  signing  the  same. 

6.  Where  the  lessor  is  a  corporation,  the  lease 
shall  be  signed  with  the  corporate  name,  followed 
by  the  signature  and  title  of  the  officer  or  other 
person  signing  the  lease  on  its  behalf,  duly  attested 
and,  if  requested  by  the  Government,  evidence  of 
his  authority  so  to  act  shall  be  furnished. 

7.  Under  paragraph  6  of  the  lease  insert  neces- 
sary facilities  to  be  furnished,  such  as  heat,  light, 
janitor  service,  etc. 

8.  There  shall  be  no  deviation  from  this  form 
without  prior  authorization  by  the  Director  of 
Procurement,  except- 

(a)  Paragraph  3  may  be  drafted  to  cover  a 
monthly  tenancy  or  other  period  less  than  a  year. 

(b)  In  paragrapg  5,  if  a  renewal  for  a  specified 
period  other  than  a  year,  or  for  a  period  optional 
with  the  Government  5s  desired,  the  phrase  ''from 
year  to  year"  shall  be  deleted  and  proper  su])stitu- 
tion  made.  If  the  right  of  renewal  is  not  dc^siivd 
or  cannot  be  secured  paragraph  5  may  ])e  d(^let(Hl. 
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(c)  Paragraph  6  may  be  deleted  if  the  owner  is 
not  to  furnish  additional  facilities. 

(d)  If  the  premises  are  suitable  without  altera- 
tions, etc.,  par.  8  may  be  deleted. 

(e)  Par.  9  provides  that  the  lessor  shall,  '^un- 
less herein  specified  to  the  contrary,  maintain  the 
premises  in  good  order,  etc.  A  modification  or 
elimination  of  this  requirement  would  not  there- 
for be  a  deviation. 

(f)  In  case  the  premises  consist  of  unimproved 
land,  par  10  may  be  deleted. 

(g)  When  executing  leases  covering  premises  in 
foreign  countries,  departure  from  the  statndard 
form  is  permissable  to  the  extent  necessary  to  con- 
form to  local  laws,  customs  or  practises. 

(h)  Additional  provisions,  relating  to  the  par- 
ticular subject  matter  mutually  agreed  upoun,  may 
be  inserted,  if  not  in  conflict  with  the  statndard 
provisions,  including  a  mutual  right  to  terminate 
the  lease  upoun  a  stated  number  of  days'  notice,  but 
to  permit  only  the  lessor  so  to  terminate  would  be 
a  deviation  requiring  approval  as  above  provided. 

9.  When  deletions  or  other  alternations  are  per- 
mitted specific  notation  thereof  shall  be  entered  in 
the  blank  space  following  par  11  before  signing. 

10.  If  the  property  leased  is  located  in  a  state 
requiring  the  recording  of  leases  in  order  to  protect 
the  tenants  rights,  care  should  be  taken  to  comply 
with  all  such  statutory  requirements. 

U.  S.  Government  printing  office.  10-1860 
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Copy 

Supplemental  Agreement  to  Dispense  with 

Notice  of  Renewal. 

This  Supplemental  Agreement  entered  into  this 
31st  day  of  May,  1943,  by  and  between 
Mark  L.  Herron  and  Barbara  Herron,  husband  and 
wife,  whose  address  is  1025  Chapman  Building, 
Los  Angeles  California  for  themselves,  their  heirs 
executors,  administrators,  successors,  and  assigns, 
hereinafter  called  the  lessors,  and  the  United  State 
Government,  hereinafter  called  the  Government, 
Witnesseth : 

Whereas  on  February  1,  1943,  a  lease  was  en- 
tered into  between  the  lessor  and  the  Government 
covering  all  of  that  Southeast  (SE)  14  of  the  south- 
east quarter  (SE14)  of  section  16,  Township  3 
South,  Range  4  West,  S.B.B.  &  M.,  containing  forty 
acres,  more  or  less.  Being  located  in  the  Alesandro 
District  of  the  County  of  Riverside,  State  of  Cali- 
fornia, for  a  period  February  1,  1943,  to  June  30, 
1943,  with  option  of  renewal  annually  thereafter  to 
six  months  from  the  date  of  the  termination  of  the 
unlimited  National  Emergency,  as  declared  by  the 
president  of  the  United  States  on  May  27,  1941, 
(Proclamation  2487). 

Whereas  it  is  desired  to  amend  said  lease  to  dis- 
pense with  the  service  of  notice  of  renewal  for  (^ach 
fiscal  year,  as  hereinafter  provided; 
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Now,  Therefore,  the  parties  hereto  do  hereby 
amend  said  lease  in  the   following  respects  only: 

1.  Provisions  3  and  5  are  deleted,  and  there  is 
inserted  in  lieu  thereof  the  following  provision  num- 
bered 3  : 

^^3.  To  Have  and  to  Hold  the  said  premises 
with  their  appurtenances  for  the  term  begin- 
ning July  1,  1943  through  June  30,  1944,  pro- 
vided that,  unless  and  until  the  Government 
shall  give  notice  of  termination  in  accordance 
with  provision  12  hereof,  this  lease  shall  remain 
in  force  thereafter  from  year  to  year  without 
further  notice;  provided  further  that  adequate 
appropriations  are  available  from  year  to  year 
for  the  payment  of  rentals;  and  provided  fur- 
ther that  this  lease  shall  in  no  event  extend 
beyond  six  months  from  the  date  of  the  ter- 
mination of  the  unlimited  emergency,  as  de- 
clared by  the  President  of  the  United  States 
on  May  27,  1941,   (Proclamation." 

In  Witness  Whereof,  the  parties  hereto  have  exe- 
cuted this  instrument  as  of  the  day  and  year  first 
above  written. 

MARK  L.  HEREON 

MARK  L.  HERRON 

BARBARA  W.  HERRON 

BARBARA  W.  HERRON 

Lessor. 
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THE  UNITED  STATES  OF 
AMERICA 

By  THOMAS  F.  CROGHAN 

(Contracting  officer) 

Thomas  F.  Croghan,  Chief, 
Los  Angeles  Sub-office. 
Witness : 

INEZ  M.  KEMPER 

INEZ  M.  KEMPER 

2020  Beachwood  Dr. 
Hollywood  Cal. 

State  of  California, 
County  of  Los  Angeles — ss. 

Erwin  P.  Werner,  being  by  me  first  duly  sworn, 
deposes  and  says:  that  he  is  the  Plaintiff  in  the 
above  entitled  action ;  that  he  has  read  the  foregoing 
Action  for  Reformation  of  Lease  and  Reasonable 
Rental  for  Use  and  Occupation  of  Land  and  knows 
the  contents  thereof;  and  that  the  same  is  true  of 
his  own  knowledge,  except  as  to  the  matters  which 
are  therein  stated  upon  his  information  or  belief, 
and  as  to  those  matters  he  believes  it  to  be  true. 

/s/  ERWIN  P.  WERNER 

Subscribed  and  sworn  to  before  me  this  8th  day 
of  November,  1949. 

[Seal]        /s/  W.  E.  SCHREYER, 

Notary  Public  in  and  for  Said  County  and  State  of 
California. 

[Endorsed] :    Filed  November  8,  1949. 
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[Title  of  District  Court  and  Cause.] 

NOTICE  OF  SPECIAL  APPEARANCE  OF, 
AND  MOTION  TO  DISMISS  BY,  THE 
UNITED  STATES  OF  AMERICA  AND 
POINTS  AND  AUTHORITIES  ^ 

To:  Plaintiff,  Erwin  P.  Werner,  and  to  Milan 
Medigovich,  Esq.,  his  attorney: 

You  and  Each  of  You  Will  Please  Take  Notice 
that  on  Monday,  April  3,  1950,  at  the  hour  of  10 :00 
o'clock  a.m.,  or  as  soon  thereafter  as  counsel  may 
be  heard,  in  the  Courtroom  of  the  Honorable  James 
M.  Carter,  Judge  thereof.  Room  No.  3,  Second 
Floor,  Courthouse  and  Postoffice  Building,  Los  An- 
geles, California,  defendant.  United  States  of 
America,  will  appear  specially  and  solely  for  the 
purpose  of  such  motion,  and  not  otherwise,  and  move 
this  Honorable  Court  to  dismiss  the  Complaint 
herein. 

Said  motion  will  be  made  upon  the  following 
grounds : 

1.  That  the  United  States  has  not  consented  to, 
or  submitted  to,  the  jurisdiction  of  this  Court  in 
equity  proceedings  and  the  exercise  of  jurisdiction 
to  reform  a  written  lease  is  the  exercise  of  equitable 
jurisdiction  and  such  remedy  is  an  equitable  remedy. 

2.  That  the  Complaint  fails  to  state  claim  upon 
which  relief  can  be  granted  as  against  the  United 
States  of  America,  in  the  following  particulars: 

a)  The  Complaint  seeks  to  obtain  through  this 
Court,  the  equitable  remedy  of  reformation  of  a 
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written  contract  entered  into  between  the  United 
States  of  America  and  predecessors  in  interest  of 
plaintiff;  that  it  does  not  disclose,  expressly  or  by 
implication,  any  restriction  upon  the  right  of  such 
predecessors  in  interest  to  enter  into  such  lease  as 
written  ; 

b)  That  although  the  Complaint  alleges  that  the 
lessors  to  the  United  States  were  Mark  L.  Herron 
and  Barbara  Herron,  his  wife,  and  that  they  held 
title  to  the  premises  as  trustees,  it  does  not  allege: 

(1)  For  whom  they  were  trustees; 

(2)  That  there  was  any  restriction  upon  their 
right  to  lease  the  premises; 

(3)  That  the  United  States  had  any  knowledge 
of  the  trust  or  of  its  terms  or  conditions ; 

(4)  How  said  trustees  could  have  held  title  to 
the  property  and,  at  the  same  time,  plaintiff  could 
have  been  the  legal  owner  in  fee  and  entitled  to  the 
possession  and  enjoyment  thereof; 

c)  That  the  Complaint  does  not  allege  when  or 
how  or  by  whom  the  property  which  is  the  su])ject 
matter  of  the  lease,  was  reconveyed  to  plaintiff; 

d)  That  the  Complaint  does  not  allege  how  or 
in  what  manner  the  lease  could  have  been  executed 
by  and  through  a  mutual  mistake  of  the  i)laintiff 
(who  is  not  a  party  to  the  lease)  and  the  defendant ; 

e)  The  Complaint,  together  with  the  exhibits  an- 
nexed thereto,  discloses  that  the  language  used  in  the 
lease,  and  in  the  supplemental  modification  thereof, 
is  explicit  and  unambiguous  and  refers  to  and  in- 
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eludes  the  terms  and  provisions  of  a  presidential 
proclamation  which  is,  in  turn,  explicit  and  un- 
ambiguous; that  the  lease  was  made  on  behalf  of 
the  United  States  by  Army  officials,  w^hose  contracts 
could  only  be  made  in  writing  and  w^ho  could  only 
bind  the  United  States  by  a  written  contract ; 

f)  The  contract  of  lease  being  for  a  fixed  fee, 
such  is  the  measure  of  the  compensation  for  which 
the  United  States  is  liable  and  it  is  not  liable  in 
quantum  meruit ; 

g)  There  is  no  allegation  in  the  Complaint  that 
the  rental  fixed  by  the  lease  has  not  been  paid  to, 
and  received  by,  the  lessors  therein  named ; 

h)  There  is  no  allegation  in  the  Complaint  as 
to  w^hy,  assuming  that  the  lessors  were  trustees  and 
agents  of  the  plaintiff,  the  knowledge  of  such  agents 
should  not  be  imputed  to  the  plaintiff  and,  in  view 
of  such  imputation  of  knowledge,  plaintiff  is  guilty 
of  laches. 

Said  motion  will  be  based  upon  the  records  and 
files  in  this  proceeding  and  the  statutory  and  case 
law  applying  thereto. 

Dated:  March  21,  1950. 

ERNEST  A.  TOLIN,  « 

United  States  Attorney.  T 

IRL  D.  BRETT, 

Special  Assistant  to  the 
Attorney  General. 

By  /s/  JOSEPH  P.  MacPHERSON, 

Attorneys  for  Defendant. 


I 


United  States  of  America  21 

Points  and  Authorities 
General 

Rule  12  (b)   (1)   (2)  and  (6) 

1. 

Reformation  of  instruments  is  peculiarly  an 
equitable  remedy. 

Black  V.  Richfield  Oil  Corp.   (CCA  9)    146 
Fed.  (2)  801. 

2. 

Except  as  Congress  has  consented,  there  is  no 
jurisdiction  in  any  Court  to  entertain  claims  against 
the  United  States. 

U.  S.  V.  Sherwood,  312  U.S.  584,  587-588,  85 
L.  ed.  1058,  1062. 

3. 
Such  statutes  which  relinquish  sovereign  immun- 
ity must  be  strictly  construed. 

United  States  v.  Sherwood,  312  U.S.  584,  590, 
85  L.  ed.  1058,  1063. 

4. 

The  United  States  has  not  consented  to  suits  in 
equity  against  it. 

Harvey  v.  United  States,  105  U.S.  671,  26 

L.  ed.  1206,  1209. 
Rambo  v.  United  States  (CCA  5),  145  Fed. 

(2)  670. 
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5. 

While  the  Tucker  Act  (28  U.S.C,  Sec.  41,  subsec. 
20)  was  construed  to  include  the  equitable  jurisdic- 
tion to  reform  contracts  of  the  United  States  for 
payment  of  money  (Cf.  U.S.  v.  Milliken,  202  U.S. 
168,  173-174;  50  L.  ed.  980,  982-983;  Cramp  v.  U.S., 
239  U.S.  221,  230;  60  L.  ed.  238,  242)  that  statute 
has  been  amended  to  delete  the  reference  to  equity: 
28  U.S.C.  (Rev.)  Sec.  1346. 

7. 
A  trustee  hold  the  legal  title. 

Lincoln  v.  French,  105  U.S.  614;  26  L.  ed. 

1189. 
25  Cal.  Jur.  "Trusts,"  §  165,  p.  314. 
Brichette  v.  Raney,  76  Cal.  App.  232,  248, 

245  Pae.  235. 

8. 
A  trustee  is  an  agent.     Civil  Code,  Sec.  2267. 

9. 

Knowledge  of  agent  within  the  apparent  scope  of 
the  agency  is  imputed  to  principal. 

Civil  Code,  Sec.  2300. 
Civil  Code,  Sec.  2332. 

10. 

Public  officers  have  no  ostensible  authority  as 
agents  of  the  United  States. 

Whiteside  v.  United  States,  93  U.S.  247,  23 
L.  ed.  882. 
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11. 

Contracts  for  the  United  States  by  Army  officers 
must  be  in  writing. 

Harper  v.  United  States  (CCA  5),  10  Fed. 

(2)  150,  151. 
Rev.  Stat.  §§3744,  3746. 
Comp.  Stat.  §  6895,  §  6898. 

12. 
The  lease,  the  supplemental  lease  and  Presidential 
Proclamations. 

No.  Pac.  Ry.  v.  United  States,  70  Fed.  Supp. 

836,  850. 
Proclamation  #2487,  Code  Fed.  Reg. 
Cumulative  Supp.,  Title  3,  p.  234. 
Proclamation   #2714,   C.F.R.   1946,   Title  3, 

p.  77. 

Affidavit  of  Service  by  Mail— 1013a,  C.C.P. 

State  of  California, 
County  of  Los  Angeles — ss. 

Julia  Westover,  being  first  duly  sworn  deposes 
and  says: 

That  affiant  is  a  citizen  of  the  United  States  and 
a  resident  of  the  County  of  Los  Angeles;  that  affiant 
is  over  the  age  of  18  years  and  is  not  a  party  to  the 
within  and  above-entitled  action;  that  affiant's  busi- 
ness address  is  807  Federal  Building,  Los  Angeles 
12,  California. 

That  on  the  21st  day  of  March,  1950,  affiant  sei'vod 
the  within  Notice  of  Special  Appearance  of,  and 
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Motion  to  Dismiss  by,  the  United  States  of  America 
and  Points  and  Authorities  on  the  plaintiff  in  said 
action,  by  placing  a  true  copy  thereof  in  an  envelope 
addressed  to  the  attorney  for  plaintiff  at  the  busi- 
ness address  of  said  attorney  as  follows :  Mr.  Milan 
Medigovich,  Attorney  at  Law,  1215  Transamerica 
Building,  649  South  Olive  Street,  Los  Angeles  14, 
California,  and  by  then  sealing  said  envelope  and 
depositing  the  same,  with  postage  thereon  fully  pre- 
paid, in  the  United  States  Post  Office  at  Los  An- 
geles. That  there  is  delivery  service  by  United 
States  mail  at  the  place  so  addressed  and  there  is  a 
regular  communication  by  mail  between  the  place 
of  mailing  and  the  place  so  addressed. 

/s/  JULIA  WESTOVER. 

Subscribed  and  sworn  to  before  me  this  21st  day 
of  March,  1950. 

[Seal]        /s/  ALBERT  N.  MINTON, 

Notary  Public  in  and  for 
Said  County  and  State. 

[Endorsed]  :    Filed  March  21,  1950. 
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[Title  of  District  Court  and  Cause.] 

MEMORANDUM  OF  DECISION 

This  case  is  before  the  court  on  motion  of  the 
United  States  to  dismiss  plaintiff's  ^^ action  for 
reformation  of  lease  and  reasonable  rental  for  us(^ 
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and  occupation  of  land"  in  Riverside  County,  Cali- 
fornia. 

The  material  facts  as  alleged  in  the  complaint 
are  these.  Prior  to  February  1,  1943,  the  land  in- 
volved ^^was  placed  and  held  in  trust  by  Mark  L. 
Herron  and  *  ^  *  wife,  as  trustees,  with  directions 
and  upon  the  understanding  that  said  property 
would  be  returned"  to  plaintiff  upon  demand. 

On  February  1,  1943,  the  trustees,  as  lessor,  and 
the  United  States,  as  lessee,  entered  into  a  lease  of 
the  land  for  one  year  at  a  rental  of  $25,  with  option 
granted  to  the  lessee  to  renew  from  year  to  year 
*' provided  that  no  renewal  thereof  will  extend  the 
period  of  occupancy  ^  ^  *  beyond  six  (6)  months 
from  the  date  of  the  termination  of  the  unlimited 
emergency,  as  declared  by  the  President  of  the 
United  States  on  May  27th,  1941  (Proclamation 
2487)."  [See  3  Code  Fed.  Regs.  234  (Cum.  Supp. 
1943).] 

Plaintiff  further  alleges  that  the  words  of  the 
provision  just  quoted  were  intended  "in  their 
ordinary  and  popular  sense  to  mean"  and  were, 
"on  the  date  of  the  execution  of  said  lease,  under- 
stood to  be  ^six  months  from  the  date  of  cessation 
of  actual  hostilities  with  ^  *  ^  or  the  surrender  of 
said  Axis  nations, '  which  surrender  finally  occurred 
on  the  14th  day  of  August,  1945;  *  ^  *  [and]  on  tlie 
3rd  day  of  December,  1946,  it  was  declared  by  proc- 
lamation of  the  President  of  the  United  States, 
Proclamation  2714,  that  'there  was  the  cessation  of 
hostilities  of  World  War  II.'  "  [See  3  Code  Fed. 
Regs.  77  (Supp.  1946).] 
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For  a  second  cause  of  action  plaintiff  alleges  that 
**said  lease  was  terminated  on  the  14th  day  of 
August,  1945";  that  the  lessee  has  since  had  the 
use  of  the  property,  which  ^^for  said  period  was 
reasonably  w^orth  $2500.00  per  year."  The  prayer 
is  for  reformation  of  the  lease  ''to  conform  with 
the  actual  intention  of  the  parties,"  for  recovery  of 
''the  reasonable  value  of  the  use  and  occupation  of 
said  real  property  *  *  *  since  the  14th  day  of  August, 
1945,"  and  for  general  relief. 

Defendant's  motion  to  dismiss  asserts  two  de- 
fenses [Fed.  R.  Civ.  P.  12  (b),  (g),  (h) ;  see  Orange 
Theatre  Corp.  v.  Rayherstz  Amusement  Corp.,  139 
F.  2d  871  (3rd  Cir.  1944)]  :  (1)  lack  of  jurisdiction 
over  the  person  of  the  defendant  [Fed.  R.  Civ.  P. 
12  (b)  (2)],  the  ground  asserted  being  "that  the 
United  States  has  not  consented  to,  or  submitted  to, 
the  jurisdiction  of  this  court  in  equity  proceedings" ; 
and  (2)  failure  to  state  a  claim  upon  which  relief 
can  be  granted  [Fed.  R.  Civ.  P.  12  (b)  (6)]. 

It  is  settled  of  course  that  "suits  against  the 
United  States  can  be  maintained  only  by  permission, 
in  the  manner  prescribed  and  subject  to  the  restric- 
tions imposed."  [Munro  v.  United  States,  303  U.S. 
36,  41  (1938)  ;  see,  also.  Great  Northern  Life  Ins. 
Co.  V.  Read,  322  U.S.  47,  53-54  (1944);  Reid  v. 
United  States,  211  U.S.  529,  538  (1909).]  By  the 
Tucker  Act  [24  Stat.  507  (1887),  as  amended,  28 
U.S.C.  §41  (20)  (1946)],  the  United  States  of 
America,  as  sovereign,  consented  to  be  sued  in  this 
court  on  "all  claims  not  exceeding  $10,000  founded 
*  ^  *  upon  any  contract,  express  or  implied,  with 
the  Government  of  the  United  States  *  *  *  in  respect 
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to  which  claims  the  party  would  be  entitled  to  re- 
dress against  the  United  States,  either  in  a  court  of 
law,  equity,  or  admiralty,  if  the  United  States  were 
suable.  *  *  *'' 

The  consent  thus  granted  by  the  Congress  was 
construed  to  include  suits  in  equity  for  reformation 
of  contracts  of  the  United  States  for  payment  of 
money.  [See  United  States  v.  Milliken  Imprinting 
Co.,  202  U.S.  168,  173-174  (1906);  Ackerlind  v. 
United  States,  240  U.S.  531,  534  (1916) ;  Cramp  v. 
United  States,  239  U.S.  221,  230  (1915).]  How- 
ever, the  Government  points  to  the  fact  that  the 
statute  '^has  been  amended  to  delete  the  reference 
to  equity."  [See  28  U.S.C.  §  1346(a)  (2)  (1948).] 
Omission  by  the  revisers  of  Title  28  of  the  former 
reference  to  ^^ equity,"  it  is  argued,  constitutes  in 
effect  a  withdrawal  by  the  Government  of  consent 
to  be  sued  in  this  court  for  equitable  relief. 

But  the  reviser's  notes  to  §  1346  of  new  Title 
28  seem  to  anticipate  that  argument  with  the  ex- 
planation that:  '^The  w^ords  'in  a  civil  action  or  in 
admiralty,'  in  subsection  (a)  (2),  were  substituted 
for  *  either  in  a  court  of  law,  equity,  or  admiralty' 
to  conform  to  Rule  2  of  the  Rules  of  Civil  Pro- 
cedure for  the  United  States  District  Courts."  [28 
U.S.C.A.  notes  following  §  1346  (1950).]  Similar 
explanation  for  like  amendments  is  to  be  found  in 
the  reviser's  notes  to  §§  1331,  1332,  1335,  1338,  1341, 
1342,  1343,  1345,  1347,  1399,  1400,  1441,  2072  and 
2073.  [See  28  U.S.C.A.  notes  following  the  sec- 
tions cited  (1950).]  Rule  2  of  the  Federal  Rules 
of  Civil  Procedure  declares:  ''There  shall  be  one 
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form  of  action  to  be  known  as  'civil  action.'  "  The 
notes  to  Rule  2  explain:  '^Reference  to  actions  at 
law  or  suits  in  equity  in  all  statutes  should  now  be 
treated  as  referring  to  the  civil  action  presented  in 
these  rules."  [28  U.S.C.A.  §  723c  notes  following 
Rule  2  (1941)  ;  and  see  United  States  v.  Sherwood, 
312  U.S.  584  (1941) ;  United  States  v.  Gallagher, 
151  F.  2d  556  (9th  Cir.  1945) ;  48  Stat.  1064  (1934), 
28  U.S.C.  §723c  (1946).] 

As  amended  upon  revision  ''to  conform  to  Rule 
2,"  28  U.S.C.  §  1346  (a)  (2)  now  reads:  "The  dis- 
trict courts  shall  have  original  jurisdiction,  concur- 
rent with  the  Court  of  Claims,  of  *  *  *  any  ^  *  * 
civil  action  *  *  ^  against  the  United  States,  not 
exceeding  $10,000  in  amount,  founded  *  *  ^  upon 
any  express  or  implied  contract  with  the  United 
States.  *  ^  *"  And  the  Supreme  Court  has  re- 
cently held  that  the  phrase  "any  civil  action"  used 
in  the  revision  of  Title  28  "means  what  it  says." 
[Kilpatrick  v.  Texas  &  Pac.  Ry.,  337  U.S.  75,  77 
(1949).] 

Accordingly  it  must  be  concluded  that  omission 
of  the  word  "equity"  from  §  1346  (a)  (2)  in  the 
revision  of  Title  28  of  the  United  States  Code  does 
not  indicate  congressional  intent  to  withdraw  con- 
sent of  the  sovereign  to  submit  to  the  equitable  juris- 
diction of  this  court  in  actions  involving  contracts 
of  the  United  States.  The  Government's  motion  to 
dismiss  upon  that  ground  must  therefore  be  denied, 
[cf.  United  States  v.  Aetna  Surety  Co.,  338  U.S. 
366,  383  (1949) ;  United  States  v.  Sherwood,  supra, 
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312  U.S.  at  590;  United  States  v.  Shaw,  309  U.S. 
495,501  (1940).] 

There  is,  however,  another  ground  which  requires 
dismissal  of  plaintiff's  action.  The  time  limitations 
for  commencement  of  actions  against  the  United 
States  under  the  Trucker  Act  [See  28  U.S.C.  §  41 
(20)  1946)]  are  found  in  28  U.S.C.  §2401  (a), 
which  stipulates  that:  ''Every  civil  action  com- 
menced against  the  United  States  shall  be  barred 
unless  the  complaint  is  filed  wdthin  six  years  after 
the  right  of  action  first  accrues." 

Validity  of  the  lease  and  option  to  renew  in  con- 
troversy here  and  the  rights  of  the  parties  derived 
therefrom  are  governed  by  the  law  of  California 
where  the  land  is  situated  and  the  lease  was  made. 
[United  States  v.  Petty  Motor  Co.,  327  U.S.  372, 
380,  381  (1946) ;  United  States  ex  rel  TVA  v.  Powel- 
son,  319  U.S.  266,  279  (1943);  United  States  v. 
Bechtold  Co.,  129  F.  2d  473,  477  (6th  Cir.  1942)  ; 
see,  also.  United  States  v.  Westinghouse,  ....  U.S. 
....  (April  17,  1950) ;  United  States  v.  Burnison, 
339  U.S.  87  (1950)  ;  Becker  v.  Submarine  Oil  Co., 
55  Cal.  App.  698,  204  Pac.  245  (1922) ;  Restatement, 
Property  §395,  comment  b  (1944).]  As  said  in 
Reading  Co.  v.  United  States,  268  U.S.  186,  188 
(1925) : 

''The  contract  is  to  be  construed  and  the 
rights  of  the  parties  to  be  determined  by  the  ap- 
plication of  the  same  principles  as  if  the  con- 
tract were  between  individuals." 

In  the  case  at  bar  the  trustees  who  made  the  lease 
were  plaintiff's  agents  [Cal.  Civ.    Code  §  §    2267, 
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2300],  and  their  knowledge  of  the  alleged  mutual 
mistake  upon  which  plaintiff's  right  of  action  is 
founded  must  be  imputed  to  him.  [Cal.  Civ.  Code 
§  2332.]  Plaintiff's  right  of  action  must  then  be  held 
to  have  first  accrued  on  February  1,  1943,  when  the 
lease  was  made.  [See  Goodfellow  v.  Barritt,  130  Cal. 
App.  548,  20  P.2d  740,  743  (1933)  ;  cf.  Phelps  v. 
Grady,  168  Cal.  73, 141  Pac.  926  )1914).]  This  action 
was  not  commenced  until  November  8,  1949  — 
more  than  six  years  thereafter.  Plaintiff's  claim  is 
therefore  barred  by  the  provisions  of  28  U.S.C. 
§2401  (a). 

This  court  will  dismiss  an  action  against  the 
United  States  for  want  of  jurisdiction  whenever  the 
record  discloses  the  claim  is  barred,  even  though  the 
bar  of  the  statute  has  not  been  pleaded  on  behalf  of 
the  Government.  [See  Munro  v.  United  States,  su- 
pra, 303  U.S.  at  41;  Finn  vs.  United  States,  123 
U.S.  227,  232-233  (1887)  ;  Edwards  v.  United  States, 
163  F.  2d  268,  269  (9th  Cir.  1947)  ;  Gans  S.S.  Line 
V.  United  States,  105  F.  2d  955,  957  (2d  Cir.  1939).] 

Plaintiff's  action  must  then  be  dismissed  for  want 
of  jurisdiction  over  the  person  of  the  defendant ;  and 
it  is  so  ordered. 

Counsel  for  defendant  will  submit  judgment  of 
dismissal  accordingly  [See  Fed.  R.  Civ.  P.  41(b)] 
pursuant  to  local  rule  7  vdthin  five  days. 

May  26,  1950. 

/s/  WM.  C.  MATHES, 

United  States  District  Judge. 

[Endorsed]  :    Filed  May  26,  1950. 
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[Title  of  District  Court  and  Cause.] 

OEDER  FOR  DISMISSAL 

Upon  the  ground  of  the  legality  of  jurisdiction 
over  the  person  of  the  defendant,  the  defendant, 
United  States  of  America,  having  heretofore  ap- 
peared specially  in  this  proceeding  and  solely  for 
the  purpose  of  the  Motion  made  by  it,  and  having 
regularly  moved  this  Court  for  an  Order  dismissing 
the  Complaint  herein,  said  Motion  having  come  on 
regularly  for  hearing  on  Monday,  April  3,  1950,  at 
the  hour  of  10  a.  m.,  in  Courtroom  No.  2,  before  the 
Hon.  William  C.  Mathes,  United  States  District 
Judge,  and  the  Motion  having  been  submitted  upon 
briefs  for  consideration  and  decision,  the  Court  now 
finds  that  plaintiff ''S  right  of  action  first  accrued  on 
February  1,  1943;  that  this  action  was  commenced 
on  November  8,  1949,  which  was  more  than  six  years 
following  the  date  of  accrual  of  such  right  of  action, 
and  that  plaintiff's  claim  is,  therefore,  barred  by  the 
provisions  of  Title  28,  Section  2401(a)  U.S.C,  and, 
for  such  reason,  this  Court  does  not  have  jurisdiction 
over  the  person  of  the  defendant,  United  States  of 
America. 

The  Court  now  orders  that  said  Motion  for  Dis- 
missal be,  and  it  is  hereby,  granted,  and  that  the 
cause  is  hereupon  dismissed  for  want  of  jurisdiction 
over  the  United  States. 

Dated:  This  8th  day  of  June,  1950. 

/s/  WM.  C.  MATHES, 

United  States  District  Judge. 
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Presented  by :  % 

ERNEST  A.  TOLIN, 

United  States  Attorney. 

IRL  D.  BRETT, 

Special  Assistant  to  the  Attorney  General, 
Lands  Division  Department  of  Justice 

By  /s/  IRL  D.  BRETT, 

Attorneys  for  Defendant. 

Approved  as  to  Form  Under  Rule  VII : 


MILAN  MEDIGOVICH, 

Attorney  for  Plaintiff. 

Judgment  entered  June  9,  1950. 
[Endorsed] :    Piled  June  9,  1950. 
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NOTICE  OP  APPEAL 

Notice  is  hereby  given  that  Erwin  P.  Werner, 
plaintiff  above,  named  hereby,  appeals  to  the  Circuit 
Court  of  Appeals  for  the  Ninth  Circuit  from  that 
Order  of  Dismissal  and  from  the  judgment  entered 
in  this  action  on  June  9,  1950,  Book  66,  page  411. 

Dated:    This  12th  day  of  June,  1950. 

/s/  ERWIN  P.  WERNER, 
Proper  personam. 

[Endorsed]  :    Filed  June  12,  1950. 
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[Title  of  District  Court  and  Cause.] 

APPELLANT'S  DESIGNATION  OF 
RECORD  ON  APPEAL 

To  the  Clerk  of  the  above-entitled  Court : 

Erwin  P.  Werner,  plaintiff  above-named  and  the 
appellant  herein,  hereby  designates  the  entire  record 
before  the  District  Court,  including  all  papers,  and 
pleadings  filed  with  the  District  Court. 

Pursuant  to  the  provisions  of  Rule  75 (o)  of  the 
rules  of  civil  procedure  for  the  United  States  Dis- 
trict Courts,  and  pursuant  to  United  States  Court 
of  Appeals  for  the  Ninth  Circuit,  as  amended,  re- 
quest is  hereby  made  that  the  Clerk  of  the  above- 
entitled  court  transmit  all  the  original  papers  in  the 
file  dealing  with  the  action  or  the  proceeding  in 
which  the  appeal  has  been  taken,  including  the  No- 
tice of  Appeal  heretofore  filed  and  this  designation, 
together  with  the  Complaint,  Motion  to  Dismiss  the 
Order  of  Dismissal,  and  the  Judgment  entered 
thereon. 

Dated:    June  12,  1950. 

/s/  ERWIN  P.  WERNER, 
In  proper  personam. 

[Endorsed] :    Filed  June  12,  1950. 
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[Title  of  District  Court  and  Cause.] 

CERTIFICATE  OF  CLERK 

I,  Edmund  L.  Smith,  Clerk  of  the  United  States 
District  Court  for  the  Southern  District  of  Cali- 
fornia, do  hereby  certify  that  the  foregoing  pages 
numbered  from  1  to  32,  inclusive,  contain  the  orig- 
inal Complaint;  Motion  to  Dismis;  Memorandum 
of  Decision;  Order  of  Dismissal,  Notice  of  Appeal 
and  Designation  of  Record  on  Appeal  which  consti- 
tute the  record  on  appeal  to  the  United  States  Court 
of  Appeals  for  the  Ninth  Circuit. 

I  further  certify  that  my  fees  for  preparing  and 
certifying  the  foregoing  record  amount  to  $2.00 
which  sum  has  been  paid  to  me  by  appellant. 

Witness  my  hand  and  the  seal  of  said  District 
Court  this  12th  day  of  July,  A.D.  1950. 

EDMUND  L.  SMITH, 

Clerk. 

[Seal]         By  /s/  THEODORE  HOCKE, 

Chief  Deputy. 
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[Endorsed] :  No.  12612.  United  States  Court  of 
Appeals  for  the  Ninth  Circuit.  Erwin  P.  Werner, 
Appellant,  vs.  United  States  of  America,  Appellee. 
Transcript  of  Record.  Appeal  from  the  United 
States  District  Court  for  the  Southern  District  of 
California,  Central  Division. 

Filed:    July  14,  1950. 

/s/  PAUL  P.  O'BRIEN, 
Clerk  of  the  United  States  Court  of  Appeals  for  the 
Ninth  Circuit. 


In  The  United  States  Circuit  Court  of  Appeals 
For  The  Ninth  District 

-  No.  10539— WM.  Civ. 

ERWIN  P.  WERNER, 

Plaintiff  and  Appellant, 

vs. 

UNITED  STATES  OF  AMERICA, 

Defendant  and  Respondent. 
I 

DESIGNATION  OF  POINTS 

The  points  upon  which  Appellant  intends  to  rely 
are: 

1.  Court  erred  in  dismissing  plaintiff's  complaint 
on  the  ground  the  statute  of  Limitations  caused  both 
actions  to  lapse. 


36  Erwin  P,  Werner  vs. 

2.  Court  erred  in  not  holding  that  ^^determina- 
tion of  the  unlimited  emergency,  as  declared  by  the 
President  of  the  United  States  on  May  27,  1941, 
(Proclamation  2487,)"  ended  with  the  cessation  of 
hostilities  by  the  '^Axis  Belligerents"  August  14, 
1945." 

/s/  ERWIN  P.  WERNER, 
In  proper  personam. 

Affidavit  of  service  by  mail  attached. 

[Endorsed]:    Filed  July  20, 1950.  ^ 

i 
i 

[Title  of  Court  of  Appeals  and  Cause.]  4 

REQUEST  TO  PRINT  RECORD       \ 

To  the  Clerk:  j 

You  are  hereby  requested  to  have  the  entire  rec-    ; 
ord  on  Appeal  printed  in  the  above-entitled  case. 

/s/  ERWIN  P.  WERNER, 
In  proper  personam. 

Affidavit  of  service  by  mail  attached. 
[Endorsed]  :    Filed  July  20,  1950. 
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IN  THE 


United  States  Court  of  Appeals 


FOR  THE  NINTH  CIRCUIT 


Erwin  p.  Werner, 

Appellant, 

vs. 

United  States  of  America, 

Appellee. 


APPELLANT'S  OPENING  BRIEF. 


This  is  an  appeal  from  the  District  Court,  from  an 
order  of  dismissal.  The  court  refused  to  allow  an  amend- 
ment. 

The  complaint  is  in  two  causes  of  action,  the  first  [Tr. 
2]  cause  of  action  is  for  reformation  of  a  lease  contract, 
and  the  second  cause  is  against  the  United  States  for 
money  as  compensation  for  the  reasonable  value  for  the 
use  and  occupation  of  land,  which  was  the  basis  of  the 
original  lease.  The  District  Court  had  jurisdiction  of  the 
cause  by  reason  of  the  Tucker  Act,  28  U.  S.  C.  (Rev.), 
sec.  1346. 
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Facts. 

The  material  facts  alleged  in  the  first  cause  of  action 
are  these  [Tr.  2]  :  Prior  to  February  1,  1943,  the  land 
involved  "was  placed  and  held  in  trust  by  Mark  L.  Herron 
and  *  *  ^  wife,  as  trustees,  with  directions  and  upon 
the  understanding  that  said  property  would  be  returned" 
to  plaintiff  on  demand  [Tr.  3]. 

On  February  1,  1943,  the  trustees,  as  lessor,  and  the 
United  States,  as  lessee,  entered  into  a  lease  of  the  land 
for  one  year  at  a  rental  of  $25.00,  with  the  option  granted 
to  the  lessee  to  renew  from  year  to  year  "provided  that  no 
renewal  thereof  will  extend  the  period  of  occupancy 
*  *  *  beyond  six  (6)  months  from  the  date  of  the 
termination  of  the  unlimited  emergency,  as  declared  by 
the  President  of  the  United  States  on  May  27th,  1941 
(Proclamation  2487)."     [Tr.  3.] 

Plaintiff  further  alleges  that  the  words  just  quoted  were 
intended  "in  their  ordinary  and  popular  sense  to  mean" 
and  were,  "on  the  date  of  the  execution  of  said  lease, 
understood  to  be  'six  months  from  the  date  of  the  cessation 
of  hostilities  with  =«^  *  *  or  the  surrender  of  said  Axis 
nations,'  which  surrender  finally  occurred  on  the  14th  day 
of  August,  1945  *  *  *  (and)  on  the  3rd  day 
of  December,  1946,  it  was  declared  by  proclamation  of  the 
President  of  the  United  States,  proclamation  2714,  that 
'there  was  a  sessation  of  hostilities  of  World  War  II.'  " 

The  second  cause  of  action  is  for  money  for  the  use 
and  occupation  of  the  aforesaid  property  after  the  termi- 
nation of  the  lease  up  to  the  date  of  the  filing  of  the  com- 
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plaint,  November  8,  1949.    The  gist  of  the  action  is  found 
in  paragraph  11  on  Transcript  page  6. 

'That  said  lease  was  terminated  on  the  14th  day 
of  August,  1945,  by  reason  of  the  cessation  of  hos- 
tilities on  the  part  of  the  Axis  nations;  that  ever 
since  said  date  of  August  14,  1945,  the  defendant 
has  been  in  actual  possession  and  enjoyment  of  the 
said  real  property,  that  the  defendant  has  paid  no 
sum  for  said  use." 

The  prayer  is  for 

1.  For  reformation; 

2.  For  the  reasonable  value  of  the  use  and  occupation 
of  said  land. 

The  court  below  in  its  order  for  dismissal  treats  the 
complaint  as  one  cause  of  action  for  the  reformation  of 
a  contract  as  the  main  issue  without  reference  to  the  sec- 
ond cause  of  action  for  the  recovery  of  rent.  The  reverse 
is  true  to-wit:  The  action  is  for  the  recovery  of  money 
for  the  use  and  occupation  of  land,  with  the  recjuest  for 
reformation  as  incidental.  Wc  quote  from  the  order  of 
dismissal  [Tr.  31]  : 

''the  court  now  finds  that  the  plaintifif's  right  of  action 
first  accrued  on  February  1st,  1943;  that  this  action 
was  commenced  on  November  8,  1949,  which  is  six 
years  following  the  date  of  accrual  of  such  right  of 
action." 

The  fallacy  of  this  holding  is  that  the  main  cau.-u  of 
action  is  for  rental  due  the  day  before  the  filing  of  the 


complaint  and  well  within  the  six  years  as  provided  in 
Title  28,  Sec.  2401(a),  U.  S.  C.  The  reformation  being 
incidental  to  the  main  cause  of  action  does  not  lapse 
until  the  main  cause  of  action  is  barred.  Also,  if  the 
action  for  reformation  stood  by  itself  it  would  not  start 
the  statute  to  run  until  the  discovery  of  the  mistake  which 
is  alleged  in  the  complaint  to  be  [Tr.  5]  June  14,  1948. 
A  dispute  as  to  the  meaning  of  the  w^ords  "unlimited 
Emergency  as  proclaimed  by  the  Presidential  proclama- 
tion" could  not  have  arisen  until  after  the  unconditional 
surrender  of  the  Axis  belligerents  on  August  14,  1945. 
All  rentals  accrued  between  this  date  and  the  filing  of 
the  complaint.  It  will  be  noted  that  the  defendant  has 
paid  no  rent  since  the  termination  of  the  hostilities. 

The  reformation  asked  in  the  first  cause  of  action  does 
not  ask  that  the  language  of  the  lease  be  changed  but 
merely  asked  that  the  dispute  as  to  the  meaning  of  the 
termination  of  the  lease  be  Interpreted  by  the  court  below. 
The  meaning  of  the  words  is  the  same  whether  the  lease 
Is  reformed  or  not.  This  plaintiff  is  still  entitled  to  his 
land  back  and  the  reasonable  compensation  for  the  use 
and  occupation  of  the  land  in  question.  The  ruling  of 
the  court  below  amounts  to  a  confiscation  of  the  property 
of  the  plaintiff,  as  the  defendant  Is  still  in  possession  with 
no  obligation  to  pay  for  the  use  thereof. 

It  Is  the  contention  of  the  Government  that  the  emer- 
gency referred  to  in  the  proclamation  must  be  terminated 
by  an  Act  of  Congress.  The  plaintiff  contends  the  emer- 
gency defined  in  the  proclamation  Is  a  question  of  fact, 
and  the  proclamation  must  be  looked  to  for  a  definition  of 
the  "unlimited  emergency." 
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'Troclamation  2487. 

Proclaiming  That  an  Unlimited  National  Emergency 
Confronts  This  Country,  Which  Requires  That  Its 
Military,  Naval,  Air  and  Civilian  Defenses  Be  Put 
on  the  Basis  of  Readiness  to  Repel  Any  and  All 
Acts  or  Threats  of  Aggression  Directed  Toward 
Any  Part  of  the  Western  Hemisphere. 

Whereas  on  September  8,  1939  because  of  the  out- 
break of  war  in  Europe  a  proclamation  was  issued 
declaring  a  limited  national  emergency  and  directing 
measures  'for  the  purpose  of  strengthening  our  na- 
tional defense  within  the  limits  of  peacetime  authori- 
zations', 

Whereas  a  succession  of  events  makes  plain  that 
the  objectives  of  the  Axis  belligerents  in  such  war 
are  not  confined  to  those  avowed  at  its  commencement, 
but  include  overthrow  throughout  the  world  of  exist- 
ing democratic  order,  and  a  worldwide  domination  of 
peoples  and  economies  through  the  destruction  of  all 
resistance  on  land  and  sea  and  in  the  air,    and 

Whereas  indifference  on  the  part  of  the  United 
States  to  the  increasing  menace  would  be  perilous,  and 
common  prudence  requires  that  for  the  security  of 
this  nation  and  of  this  hemisphere  we  should  pass 
from  peacetime  authorizations  of  military  strength  to 
such  a  ])asis  as  will  enable  us  to  cope  instantly  and 
decisively  with  any  attem])t  at  hostile  encirclement 
of  this  hemisphere,  or  the  establishment  of  any  base 
for  aggression  against  it,  as  well  as  to  repel  the 
threat  of  predatory  incursion  by  foreign  agents  into 
our  territory  and  society. 

Now,   Therefore,   T,   Franklin    D.    Roosevelt, 

President  of  the  United  States  of  America,  do  ])ro- 
claim  that  an  unlimited  national  emergency  confronts 


this  country,  which  requires  that  its  miHtary,  naval, 
air  and  civiHan  defenses  be  put  on  the  basis  of  readi- 
ness to  repel  any  and  all  acts  or  threats  of  aggres- 
sion directed  toward  any  part  of  the  Western  Hemis- 
phere. 

I  call  upon  all  the  loyal  citizens  engaged  in  produc- 
tion for  defense  to  give  precedence  to  the  needs  of  the 
nation  to  the  end  that  a  system  of  government  that 
makes  private  enterprise  possible  may  survive. 

I  call  upon  all  our  loyal  workmen  as  well  as  em- 
ployers to  merge  their  lesser  differences  in  the  larger 
effect  to  insure  the  survival  of  the  only  kind  of  gov- 
ernment which  recognizes  the  rights  of  labor  or  of 
capital. 

I  call  upon  loyal  state  and  local  leaders  and  of- 
ficials to  cooperate  with  the  civilian  defense  agencies 
of  the  United  States  to  assure  our  internal  security 
against  foreign  directed  subversion  and  to  put  every 
community  in  order  for  maximum  productive  effort 
and  minimum  of  waste  and  unnecessary  frictions. 

I  call  upon  all  loyal  citizens  to  place  the  nation's 
needs  first  in  mind  and  in  action  to  the  end  that  we 
may  mobilize  and  have  ready  for  instant  defensive 
use  all  of  the  physical  powers,  all  of  the  moral  strength 
and  all  of  the  material  resources  of  this  nation.  ^ 

In  Witness  Whereof  I  have  hereunto  set  my 
hand  and  caused  the  seal  of  the  United  States  of 
America  to  'be  afiixed. 


Done   at   the    City   of   Washington    this    twenty- 
seventh  day  of  May,  in  tlie  year  [seal]  of  our  Lord 
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nineteen  hundred  and  forty-one,  and  of  the  Independ- 
ence of  the  United  States  of  America  the  one  hundred 
and  sixty-fifth. 

Franklin  D.  Roosevelt. 
By  the  President: 

CoRDELL  Hull 

Secretary  of  State/' 

There  we  find  the  unHmited  emergency  is  Hmited 
to  a  threat  by  ''the  Axis  belHgerents  to  the  secur- 
ity of  the  United  States."  We  therefore  further 
contend  that  upon  the  unconditional  surrender  of  the  ''Axis 
belligerents"  the  unlimited  emergency  was  over  as  far 
as  the  lease  of  the  plaintiff's  property  was  concerned. 
The  use  of  the  plaintiff's  property  for  the  political  pur- 
pose of  concluding  a  peace  treaty  could  not  be  contem- 
plated under  the  terms  of  the  lease.  The  President  of 
the  United  States  declared  on  the  3rd  day  of  December, 
1945,  that:  "there  was  a  cessation  of  hostilities  of  World 
War  II." 

^'Proclamation  2714. 
Cessation  of  Hostilities  of  World  War  II. 
By  the  President  of  the  United  States  of  America 

A  Proclamation. 

With  God's  help  this  nation  and  our  allies,  through 
sacrifice  and  devotion,  courage  and  perseverance, 
wrung  final  and  unconditional  surrender  from  our 
enemies.     Thereafter,    we,   together   with   the   other 
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United  Nations,  set  about  building  a  world  in  which 
justice  shall  replace  force.  With  spirit,  through  faith, 
with  a  determination  that  there  shall  be  no  more  wars 
of  aggression  calculated  to  enslave  the  peoples  of 
the  world  and  destroy  their  civilization,  and  with  the 
guidance  of  Almighty  Providence  great  gains  have 
been  made  in  translating  military  victory  into  perma- 
nent peace.  Although  a  state  of  war  still  exists,  it 
is  at  this  time  possible  to  declare,  and  I  find  it  to  be 
in  the  public  interest  to  declare,  that  hostilities  have 
terminated. 

Now,  Therefore,  I,  Harry  S.  Truman,  President 
of  the  United  States  of  America,  do  hereby  proclaim 
the  cessation  of  hostilities  of  World  War  II,  effective 
twelve  o'clock  noon,  December  31,  1946. 

In  Witness  Whereof,  I  have  hereunto  set  my 
hand  and  caused  the  seal  of  the  United  States  of 
America  to  be  affixed. 

Done  at  the  City  of  W^ashington  this  31st  day  of 
December  in  the  year  of  our  Lord  nineteen  hundred 
and  [seal]  forty-six,  and  of  the  Independence  of  the 
United  States  of  America  the  one  hundred  and  sev- 
enty-first. 

Harry  S.  Truman. 

By  the  President: 

James  F.  Byrnes, 

The  Secretary  of  State." 

[F.   R.   Doc.  46-22110;  Filed,   Dec.  31,    1946;   1:19 
p.  m.] 
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POINT  I. 

When  Reformation  Is  Incidental  to  the  Main  Cause 
of  Action,  the  Statute  of  Limitations  Does  Not 
Run  Until  the  Main  Cause  of  Action  Is  Barred. 

I  The  treatment  of  this  subject  in  Cal.  Juris,  is  so  clear 
and  well  treated  that  we  will  set  it  forth  in  full  with  the 
appropriate  California  decisions  on  the  point: 

''Limitations:  Where  reformation  is  not  inci- 
dent to  the  main  relief  sought,  but  is  an  essential 
prequisite  to  the  asking  of  any  relief,  subsection  4  of 
section  338,  Code  of  Civil  Procedure  applies,  and  the 
action  must  be  brought  within  three  years  of  the  dis- 
covery, by  the  aggrieved  party,  of  the  facts  constitut- 
ing the  fraud  or  mistake.  This  rule  applies  as  well 
w^here  the  reformation  is  sought  by  the  defendant. 
But  if  docs  not  apply  zvherc  reformation  is  sought 
as  an  incident  to  other  relief.  In  such  case  the  right 
to  reformation  is  not  barred  as  long  as  an  action 
for  such  relief  might  be  brought."  (22  Cal.  Jur., 
page  723,  par.  11.) 

Also  see,  Hutchinson  v.  Ainszvorthy,  73  Cal.  455 : 

"The  facts  upon  which  plaintiff's  right  to  sue  are 
based,  and  upon  which  defendant's  duty  has  arisen, 
coupled  with  the  facts  which  constitute  the  latter's 
wrong,  make  up  the  cause  of  action.  If  these  facts 
taken  together  give  a  unity  of  right,  they  constitute 
but  one  cause  of  action.  In  equity,  the  relief  or  the 
enforcement  of  a  single  right  may  be  varied,  and  the 
facts  essential  to  such  relief  may  be  set  out  without 
objection  as  auxilliary  to  the  right  to  be  enforced." 
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in the  case  at  bar,  the  object  of  the  action  is  to  collect 
a  single  debt,  and  to  enforce  a  single  lien  to  redress  a 
single  wrong.  To  accomplish  this  object,  dual  relief  is 
sought,  but  this  circumstance,  as  frequently  sought,  does 
not  constitute  two  causes  of  action.  Pomeroy,  at  section 
459  of  his  work  on  remedies,  in  discussing  the  question 
uses  the  following  language: 

''Actions  brought  to  reform  instruments  in  writing 
*  >;=  *  and  the  like,  and  to  enforce  the  same  as  re- 
formed by  judgments  for  the  recovery  of  money  due 
on  the  contracts,  or  for  the  foreclosure  of  mortgages, 
or  for  the  recovery  of  the  possession  of  land  conveyed 
by  deed,  fall  within  the  same  general  principle.  One 
cause  of  action  only  is  stated  in  such  cases,  however 
various  may  be  the  relief  demanded  and  granted." 
{Meyer  v.  Van  Collem,  7  Abb.  Pr.  222;  McClurg  v. 
Phillips,  A9  Mo.  315.) 

Also  see,  South  Tide,  etc.  Ditch  Co.  v.  King,  144  Cal. 
455: 

''It  is  urged  by  the  plaintiff  that  defendant's  second 
amended  answer  should  not  have  been  allowed  because 
the  relief  therein  asked  is  on  the  ground  of  mistake, 
and  is  barred  by  the  provision  of  subsection  2>?)S, 
Code  of  Civil  Procedure  (Cal.)." 

The  section  provides  that  "an  action  for  relief  on  the 
ground  of  fraud  or  mistake"  is  barred  within  three  years. 
Defendants  knew  of  the  mistake  more  than  three  years 
before  the  action  was  commenced. 

This  is  not  an  action  for  relief  on  the  ground  or  mis- 
take, and  therefore  has  no  application.  It  is  an  action 
in  eft'ect  to  determine  the  title  to  one-half  cubic  foot  of 
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water  claimed  by  the  plaintiff.  The  defendants  claim  that 
they  have  at  all  times  been  in  possession  of  the  one-half 
foot,  and  that  they  never  conveyed  it,  because  the  mistake 
in  the  deed.  In  other  words,  the  question  as  to  the  mistake 
is  made  by  the  way  of  defense  to  an  affirmative  claim 
made  by  the  plaintiff,  and  is  only  incidental  to  the  main 
question. 

See  Gardner  v.  Guarantee  Co.,  137  Cal.  75: 

''Hence,  while  the  contract  remains  in  force,  and 
not  barred  by  the  statute  of  limitations,  there  can  be 
no  bar  to  the  real  intention  of  the  parties  or  to  the 
reformation  of  the  contract." 

Also  see: 

Carman  v.  Athern,  77  Cal.  App.  2d  595,  to  same 
effect. 

The  Statute  Does  Not  Commence  to  Run  Until  the  Discovery 

of  the  Mistake. 

It  is  too  elemental  to  take  much  time  on  this  point  of 
the  California  Statute,  Code  of  Civil  Procedure,  Section 
338,  and  the  cases  cited  heretofore  establish  this  point. 
However,  in  the  instant  case  the  plaintiff  pleads  discovery 
as  of  June  14,  1948  [Tr.  5].  But  a  reading  of  the  com- 
plaint as  a  whole  discloses  that  a  dispute  over  the  inter- 
pretation of  the  clause  terminating  the  lease  could  not 
have  occurred  until  actual  "cessation  of  hostilities"  and 
possibly  until  the  proclamation  of  the  President  of  the 
United  States  on  December  3,  1945. 
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POINT  II. 

The  Reformation  Here  Merely  Asks  the  Court  to  De- 
termine What  the  Instrument  Was  Intended  to 
Mean. 

The  code  of  the  State  of  CaHfornia  lays  down  the  rule 
for  the  inquiry  into  the  meaning  of  a  written  contract. 

Civil  Code,  Section  3401 : 

"Scope  of  Inquiry. — In  revising  a  written  instru- 
ment, the  court  may  inquire  what  the  instrument  was 
intended  to  mean,  and  what  were  intended  to  be  its 
legal  consequences,  and  is  not  confined  to  the  inquiry 
what  the  language  was  intended  to  be." 

Also  see: 

F.  P.  Cutting  v.  Peterson,  164  Cal.  44. 

POINT  III. 

The  Court  Below  Erred  in  Not  Holding  the  Contract 
Lease  Terminated  on  the  ''Cessation  of  Hostili- 
ties." 

There  is  but  one  question  to  be  decided  by  the  court  in 
the  instant  case,  and  that  is.  What  is  the  meaning  of  the 
phrase  "Six  months  from  the  date  of  the  termination  of 
the  unlimited  emergency,  as  declared  by  the  President  of 
the  United  States  on  May  27,  1941  (Proclamation  2487). 
The  court  below  held  in  its  memorandum  opinion  that  the 
laws  of  the  State  of  California  must  be  followed  in  the 
construction  and  interpretation  of  the  lease  contract.  We 
accept  this  view.  In  the  first  place  we  are  dealing  here 
with  a  proclamation.  What  is  the  legal  effect  of  a  Presi- 
dential Proclamation?  "In  English  law  the  instrument  is 
thus    defined;    Proclamation    (Proclomatio)    is    a    notice 
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publicly  given  of  anything  whereof  the  King  thinks  fit 
to  advise  his  subjects."  Lapyre  v.  U.  S.,  84  U.  S.  191. 
The  proclamation  by  the  President  is  his  official,  public 
announcement  of  an  order.  No  particular  form  is  neces- 
sary. It  is  sufficient  if  it  has  such  publicity  as  accom- 
plishes the  end  to  be  attained. 

Wood  V.  Beach,  156  U.  S.  548. 

POINT  IV. 

The  Words  of  a  Contract  Are  to  Be  Construed  and 
Understood  in  Their  Ordinary  and  Popular  Sense. 

Even  if  the  word  ''End  of  War''  was  used,  the  popular 
conception  would  be  the  end  of  "actual  hostilities." 

Civil  Code,  Section  1644: 

''Ordinary  Meaning  of  Words. — The  words  of  a 
contract  are  to  be  understood  in  their  ordinary  and 
popular  sense,  rather  than  to  their  strict  legal  mean- 
ing;    *     *     *" 

And  the  intent  of  the  terms  of  a  contract  should  never 
be  extended. 

Civil  Code,   Section   1648: 

"Intent  Never  to  Be  Extended. — However  broad 
may  be  the  terms  of  a  contract,  it  extends  only  to 
those  things  concerning  which  it  appears  that  the 
parties  intended  to  contract." 

This  court  has  laid  down  the  rules  for  the  construction 
of  a  contract  of  this  kind  in,  Samuels  v.  Un'iicd  Scamaiis 
Service,  165  F.  2d  409. 

War  in  its  material  sense  must  be  distinguished  from 
war  in  its  legal  sense.     U\  S.  v.  Cain,  72  Fed.  Supp.  897. 
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War  may  come  to  end  by  the  simple  cessation  of  hos- 
tilities. 

The  Three  Friends,  166  U.  S.  1. 

Corpus  Juris  discloses  that  the  following  wars  ended 
merely  by  a  cessation  of  hostilities.  Sweden-Poland,  1716; 
France-Spain,  1720;  Texas-Mexico,  1836  and  the  Spanish 
wars  with  American  colonies. 

Even  the  use  of  the  words  ''end  of  w^ar"  to  the  layman 
and  the  soldier,  mean  the  ''capitulation  by  the  enemy.'' 

To  the  layman  and  to  the  soldier,  the  words  "engaged 
in  war"  convey  the  thought  of  actual  warfare,  capitulation 
of  the  enemy  forces.  The  aftermath  of  actual  warfare 
necessitates  political  and  legal  cognizance  of  a  "state  of 
war,"  but  that  is  something  apart  from  the  common  under- 
standing of  the  time  the  country  ceases  to  be  "engaged  in 
war." 

Stinson  v.  New  York  Life,  167  F.  2d  233. 


\ 


The  President  may  issue  proclamations  when  he  thinks 
it   proper    to   give   notice   or    information    to    the    public. 

Miiir  V.  Louisville  &  N.  R.  R.  Co.,  247  Fed. 


They  have  no  effect  as  law  in  the  absence  of  constitu- 
tional or  congressional  authority.  (Idem.) 

See  text,  The  President  Office  and  Powers,  by  Corwin, 
page  363  of  notes. 

It  is  clear  that  the  "unlimited  emergency"   as   defined 
by  the  Presidential  proclamation  is  a- question  of  fact.     It 
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did  not  create  an  emergency.  It  just  proclaimed  to  the 
people  that  one  existed.  It  is  clear  that  the  proclamation 
of  May  27 ,  1941,  advised  the  people  that  the  emergency 
consisted  of  a  threat  to  the  security  of  the  United  States 
by  the  "axis  belligerents." 

We  quote  from  the  second  paragraph  thereof: 

''Whereas  a  succession  of  events  makes  plain  that 
the  objectives  of  the  axis  belligerents  in  such  war  are 
not  confined  to  those  avowed  at  its  commencement, 
but  includes  overthrow  throughout  the  world  of  ex- 
isting democratic  order,  and  a  world  w^ide  domination 
of  the  peoples  and  economics  through  the  destruction 
of  all  resistance  on  land  and  sea  and  in  the  air." 

At  the  time  the  lease  agreement  was  signed  we  were 
actually  at  war  wnth  the  ''axis  belligerents,"  which  con- 
sisted of  Germany,  Austria,  Italy  and  the  Imperial  gov- 
ernment of  Japan.  Upon  the  unconditional  surrender  of 
the  axis  belligerents  the  emergency  as  defined  by  the 
Presidential  proclamation  was  at  an  end.  This  was  duly 
signified  by  the  Presidential  Proclamation  of  December 
3,  1945,  w^herein  the  President  declared  "that  there  was 
a  cessation  of  actual  hostilities  of  World  War  II."  To 
the  same  effect  see: 

Ex  parte  Blaney,  184  P.  2d  901   (CaL); 

Kaiser  v.  Hopkins,  6  Cal.  2d  537,  58  P.  2d  1278; 

Hoover  v.  San  Defer,  25  Wash.  2d  791,  171  P.  2d 
.  1009; 

State  ex  rel  v.  Listmaii,  157  Wash.  229,  288  Pac. 
913; 

V.  S.  V.  Anderson,  76  U.  S.  56. 
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Wherefore  the  appellant  respectfully  submits  that  the 
order  dismissing  this  cause  be  reversed  and  the  defendant 
be  made  to  file  his  answer  in  due  course. 

Respectfully  submitted,  ' 

Erwin  p.  Werner, 

Appellant,  In  Pro.  Per. 
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In  the  United  States  Court  of  Appeals 
for  the  Ninth  Circuit 


No.  12612 


Erwin  p.  Werner,  appellant 
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United  States  of  America,  appellee 


UPON  APPEAL  FROM  THE  UNITED  STATES  DISTRICT  COURT  FOR 
THE  SOUTHERN  DISTRICT   OF   CALIFORNIA,    CENTRAL  DIVISION 


briep  for  the  united  states,  appellee 


opinion  below 
A  memorandum  opinion  of  the  district  court  filed 
May  26,  1950  (R.  24-30),  has  not  been  reported. 

jurisdiction 

This  is  an  appeal  from  an  order  entered  by  the 
district  court  on  June  9,  19e50  (R.  31)  dismissing 
appellant's  complaint  for  want  of  jurisdiction  over 
the  United  States.  The  jurisdiction  of  the  district 
court  was  sought  to  be  invoked  under  28  U.  S.  C. 
sec.  1346  (a).  On  June  12,  1950,  appellant  filed  his 
notice  of  appeal  (R.  32).  The  jurisdiction  of  this 
Court  is  invoked  under  28  U.  S.  C.  sec.  1291. 

(1) 


STATUTES   INVOLVED 

1.  Title  28,  U.  S.  C,  sec.  2401  (a)  provides  as 
follows ; 

(a)  Every  civil  action  commenced  against 
the  United  States  shall  be  barred  unless  the 
complaint  is  filed  within  six  years  after  the 
right  of  action  first  accrues.  The  action  of  any 
person  under  legal  disability  or  beyond  the  seas 
at  the  time  the  claim  accrues  may  be  com- 
menced within  three  years  after  the  disability 
ceases. 

2.  Presidential  Proclamation  2487  of  May  27,  1941, 
6  F.  R.  2617,  55  Stat.  1647,  50  App.,  U.  S.  C,  Note 
prec.  sec.  1,  p.  5636;  Presidential  Proclamation  2714 
of  December  31,  1946,  12  F.  R.  1,  61  Stat.  1048,  50 
App.,  U.  S.  C,  sec.  601,  p.  5728;  Statement  by  the 
President  of  the  United  States  on  the  issuing  of 
Proclamation  2714  of  December  31,  1946,  CCH,  War 
Law  Service  (2d  ed.)  paragraph  2516,  p.  2223;  and 
California  Civil  Code,  sections  2267,  2300  and  2332, 
are  set  forth  in  the  appendix,  pp.  13-18,  infra. 

QUESTIONS   PRESENTED 

1.  Whether  the  beneficiary  of  a  trust  may  sue  to 
reform  a  lease  executed  by  trustees  because  of  alleged 
mutual  mistake  more  than  six  years  after  execution 
of  the  lease. 

2.  Whether  a  proclamation  terminating  hostilities 
prevented  further  renewal  of  a  lease  which  provided 
that  no  renewal  could  extend  *  ^beyond  six  (6)  months 
from  the  date  of  the  termination  of  the  unlimited 
emergency,  as  declared  by  the  President  of  the  United 
States  on  May  27th,  1941". 


STATEMENT 

This  action  involves  a  40  acre  tract  of  land  which 
is  part  of  the  March  Air  Force  Base  Camp  Haan 
Magazine  Area  located  in  Riverside  County,  Califor- 
nia. A  lease  of  the  premises  to  the  United  States 
for  military  purposes  was  executed  on  February  1, 
1943,  by  Mark  L.  Herron  and  Barbara  W.  Herron, 
who  executed  the  lease  as  fee  owners,  that  is,  ^'for 
themselves,  their  heirs,  executors,  administrators,  suc- 
cessors, and  assigns''  (R.  7-11).  The  lease  provided 
for  a  rental  of  $25.00  per  year  and  for  renewal  from 
year  to  year  at  that  rental  at  the  option  of  the  Gov- 
ernment *^  provided  that  no  renewal  thereof  will  ex- 
tend the  period  of  occupancy  of  the  premises  beyond 
six  (6)  months  from  the  date  of  the  termination  of 
the  unlimited  emergency,  as  declared  by  the  President 
of  the  United  States  on  May  27th,  1941  (Proclama- 
tion 2487)''  (R.  8-9).  A  supplemental  agreement  to 
dispense  with  notice  of  renewal  was  entered  into  be- 
tween the  same  parties  on  May  31,  1943  (R.  15-17). 
This  supplemental  agreement  was  also  executed  by  the 
Herrons  ^^for  themselves,  their  heirs,  executors,  ad- 
ministrators, successors,  and  assigns"  and  it  also  pro- 
vided ^Hhat  this  lease  shall  in  no  event  extend  be- 
yond six  months  from  the  date  of  the  termination  of 
the  unlimited  emergency,  as  declared  by  the  President 
of  the  United  States  on  May  27, 1941  (Proclamation)  "  ' 
(R.  16). 

^  Though  recitation  of  the  proclamation  number  appears  to  have 
been  inadvertently  omitted  at  this  point  in  the  supplemental 
agreement,  the  proclamation  is  designated  by  number  as  well  as 
date  earlier  in  the  supplemental  agreement  (R.  15). 


On  November  8,  1949,  Erwin  P.  Werner,  the  appel- 
lant herein,  filed  a  complaint  alleging  that  at  all  times 
material  he  ^'has  been,  and  now  is,  the  legal  owner  in 
fee"  of  the  premises  involved  and  that  Mark  L.  Her- 
ron  and  Barbara  W.  Herron  held  the  premises  in  trust 
(R.  2-3).  The  complaint  alleged  that  ^*by  and  through 
a  mutual  mistake  of  Plaintiff  and  Defendant,  *  *  * 
said  lease  did  not  and  does  not  now  truly  state  or  ex- 
press the  intention  of  the  said  parties"  and  sought 
reformation  of  the  lease  to  have  the  language  *^that 
this  lease  shall  in  no  event  extend  beyond  six  months 
from  the  date  of  the  termination  of  the  unlimited 
emergency,  as  declared  by  the  President  of  the  United 
States  on  May  27,  1941  (Proclamation  2487)"  re- 
formed to  say  ^^six  months  from  the  date  of  the  cessa- 
tion of  actual  hostilities  with  the  said  Axis  nations, 
then  at  war,  or  the  surrender  of  said  Axis  nations" 
(R.  4).  The  complaint  also  alleged  that  appellant 
did  not  discover  the  alleged  mutual  mistake  until  June 
14,  1948  (R.  5).  As  a  second  cause  of  action  the  com- 
plaint alleged  that  the  lease  in  question  was  termi- 
nated on  August  14,  1945,  ^^by  reason  of  the  said  ces- 
sation of  hostilities  on  the  part  of  the  said  Axis  na- 
tions"; that  the  fair  market  value  of  the  land  is  $20,- 
000.00  and  that  the  use  of  the  property  was  worth 
$2,500.00  per  year.  Accordingly,  the  complaint  also 
contained  a  prayer  for  the  reasonable  value  of  the 
use  and  occupation  of  the  property  since  August  14, 
1945  (R.6). 

The  United  States  filed  a  special  appearance  and 
a  motion  to  dismiss  the  complaint  on  the  grounds 
that   the   court   did  not   have  jurisdiction   over  the 


United  States  and  that  the  complaint  fails  to  state  a 
claim  upon  which  relief  can  be  granted  (R.  18-20). 
The  trial  court  found  that  appellant's  right  of  action 
first  accrued  on  February  1,  1943,  the  date  of  the 
execution  of  the  lease  between  Mark  L.  Herron  and 
Barbara  W.  Herron  and  the  United  States ;  that  this 
action  was  commenced  on  November  8,  1949,  which 
was  more  than  six  years  following  the  date  of  accrual 
of  such  right  of  action,  that  appellant's  claim  is, 
therefore,  barred  by  the  provisions  of  28  U.  S.  C, 
sec.  2401  (a)  and  hence  the  court  did  not  have  juris- 
diction over  the  person  of  the  defendant.  United 
States  of  America.  Accordingly,  on  June  9,  1950,  an 
order  was  entered  dismissing  the  complaint  for  want 
of  jurisdiction  over  the  United  States  (R.  31).  On 
June  12,  1950,  appellant  filed  his  notice  of  appeal 
(R.32). 

ARGUMENT 


The  court  lacked  jurisdiction  of  this  action  because  more  than 
six  years  had  elapsed  since  accrual  of  the  alleged  cause 

The  present  action  was  filed  November  8,  1949. 
More  than  six  years  had  expired  since  the  lease  con- 
tract was  executed  on  February  1,  1943.  It  is  ap- 
parent that  the  six  year  limitation  upon  institution 
of  such  suits  against  the  United  States  bars  an  action 
to  reform  that  instrument  unless  facts  are  alleged 
which  tolled  the  running  of  the  statute.  No  such 
facts  are  alleged.  The  allegation  of  the  complaint 
in  this  respect  is  simply  (R.  5)  : 

That  until  the  reconveyance  to  Plaintiff  of 
said  real  property,  as  aforesaid,  the  terms  and 


conditions  of  said  lease  agreement  and  mutual 
mistake  were  unknown  to  the  Plaintiff  herein, 
until  June  14,  1948,  when  a  copy  of  said  lease 
was  delivered  to  Plaintiff  by  said  trustee.   *   *   * 

But  the  mere  fact  of  ignorance  prior  to  certain  dates 
will  not  operate  to  toll  the  statute  of  limitations  absent 
a  showing  that  with  diligence  the  fact  would  not  have 
been  discovered.  Wood  v.  Carpenter,  101  U.  S.  135, 
140-141  (1879) ;  Norris  v.  Eaggin,  28  Fed.  275,  280- 
281  (C.  C.  Cal.  1886),  affirmed  136  U.  S.  386  (1890) ; 
Teall  V.  Slaven,  40  Fed.  774  (C.  C.  N.  D.  Cal.  1889) ; 
Scaiidi  v.  Western  Loan  cfc  Bldg,  Co.,  72  C.  A.  2d 
550,  566,  165  P.  2d  260,  269-270  (1946) ;  Lealiey  v. 
Department  of  Water  cfc  Power,  76  C.  A.  2d  281,  287, 
173  P.  2d  69,  73  (1946) ;  Phelps  v.  Grady,  168  Cal. 
73,  77-78, 141  Pac.  926,  927-928  (1914). 
In  the  Scafidi  case,  supra,  it  is  said : 

Our  courts  have  repeatedly  affirmed  that  mere 
ignorance  of  the  facts  constituting  a  cause  of 
action  on  the  part  of  a  plaintiff  does  not  pre- 
vent the  running  of  the  statute  of  limitations 
[citing  cases] ;  and  that  ^^mere  ignorance  of  the 
facts,  *  *  *  without  some  valid  reason  for 
ignorance,  was  of  no  consequence''  {Dennis  v. 
Bint,  122  Cal.  39,  44  [54  P.  378,  68  Am.  S.  Rep. 
17]  [citing  authority]).  Such,  only,  is  the 
position  in  which  plaintiffs'  complaint  places 
them  in  this  case.  The  last  cited  cases  are,  in 
effect,  a  recognition  of  the  prevailing  rule  that 
a  failure  to  discover  a  cause  of  action  does 
not,  as  in  the  case  of  its  fraudulent  concealment, 
suspend  the  running  of  the  statute  of  limita- 
tions. 


Thus  in  tlie  case  of  Goodfellow  v.  Barritt,  130  C.  A. 
548,  20  P.  2d  740  (1933),  which  was  cited  by  the  court 
below  (R.  30),  the  action  was  barred  by  limitations 
where  the  complaint  filed  seven  years  after  the  execu- 
tion of  the  deed  failed  to  show  excuse  for  failure  to 
discover  the  mistake  within  a  reasonable  time. 

Here,  the  alleged  mistake  is  in  the  permissible 
period  for  renewal  of  the  lease  term.  As  implied 
from  appellant's  allegation  quoted  above,  such 
alleged  mistake  would  become  apparent  merely  from 
reading  the  instrument.  The  claim  that  appellant  did 
not  read  the  lease  until  the  property  was  reconveyed 
to  him  in  1948  is  no  excuse  because,  as  the  trial  court 
held  (R.  29-30) : 

In  the  case  at  bar  the  trustees  who  made  the 
lease  were  plaintiff's  agents  [Cal.  Civ.  Code 
Sees.  2267,  2300],  and  their  knowledge  of  the 
alleged  mutual  mistake  upon  which  plaintiff's 
right  of  action  is  founded  must  be  imputed  to 
him.     [Cal.  Civ.  Code  Sec.  2332.] ' 

Moreover,  the  fact  that  the  United  States  remained 
in  possession  after  August  14,  1945,  the  time  when 
appellant  claims  the  lease  was  to  terminate  (R.  6) 
would  itself  put  a  reasonable  person  upon  inquiry 
as  to  the  authority  under  which  the  United  States 
remained  in  possession. 

Appellant  does  not  directly  challenge  the  holding 
of  the  court  below  that  the  trustees  who  made  the 


'  It  sliould  be  noted  that  there  is  no  allegation  that  the  parties  to 
the  instrument,  i.  e.,  the  trustees  and  the  United  States  were  mis- 
taken but  only  that  the  plaintiff  and  the  United  States  were  mis- 
taken (R.  4). 
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lease  were  his  agents  and  that  their  knowledge  of 
the  alleged  mutual  mistake  upon  which  his  right  is 
founded  must  be  imputed  to  him.  He  seeks,  however, 
to  avoid  the  result  below  by  arguing  that  this  is  an 
action  for  rent  and  that  relief  by  way  of  reformation 
of  the  contract  is  only  incidental  thereto.  No  such 
cause  of  action  for  rent  is  alleged.  This  is  obvious 
from  the  fact  that  rather  than  seeking  recovery  of 
a  contracted  amount  for  rent,  appellant  seeks  reason- 
able value  of  the  use  and  occupation  (R.  6).  Indeed, 
while  appellant's  brief  in  this  Court  states  (p.  4)  : 
**It  will  be  noted  that  the  defendant  has  paid  no 
rent  since  the  termination  of  the  hostilities,"^  the 
complaint  will  be  searched  in  vain  for  any  such  alle- 
gation. Appellant's  whole  theory  as  stated  in  the 
complaint  is  that  the  lease  terminated  on  August  14, 
1945,  and  he  seeks  to  recover  reasonable  value  of  the 
use  and  occupation  since  that  date  (R.  6).  There 
is,  therefore,  no  basis  for  the  argument  that  reforma- 
tion is  sought  merely  as  relief  incidental  to  enforce- 
ment of  a  contractual  obligation. 

^  Because  appellant  has  gone  outside  of  the  record  in  stating  that 
"the  defendant  has  paid  no  rent  since  the  termination  of  hostilities" 
(Br.  4),  the  Government  feels  obligated  to  say  that  while  there  is 
in  fact  rental  due  under  the  terms  of  the  lease,  it  is  because  the 
appellant  and  his  alleged  trustees  have  refused  to  execute  vouchers 
and  other  papei^  necessary  for  the  payment  of  the  rent  reserved 
despite  numerous  attempts  on  the  part  of  Government  agents  to 
get  them  to  do  so.  This  in  no  way  alters  the  situation  in  the  in- 
stant case.  Tlie  fact  remains  that  appellant's  complaint  does  not 
allege  a  cause  of  action  for  rent  in  accordance  with  the  terms  of 
the  lease. 


f  9 

The  case  was  therefore  properly  dismissed  because 
the  alleged  cause  of  action  had  accrued  more  than  six 
years  prior  to  filing  of  the  suit/ 

II 

The  lease  cannot  be  construed  as  prohibiting  renewals  which 
extended  six  months  beyond  the  cessation  of  hostilities 

The  original  lease  and  the  supplemental  agreement 
are  unambiguous.  They  provide  that  no  renewal 
^*will  extend  the  period  of  occupancy  of  the  premises 
beyond  six  (6)  months  from  the  date  of  the  termina- 
tion of  the  unlimited  emergency,  as  declared  by  the 
President  of  the  United  States  on  May  27,  1941 
(Proclamation  2487) ''  (R.  9,  15,  16).  This  unlimited 
emergency  has  not  been  terminated  except  as  to 
certain  specific  statutory  provisions  listed  in  the  Act 
of  July  25,  1947,  61  Stat.  449. 

Recognizing  that  the  result  he  sought  could  not  be 
achieved  by  any  process  of  construction  of  the  lease, 
appellant's  complaint  sought  to  substitute  the  lan- 
guage ^'six  months  from  the  date  of  the  cessation  of 
actual  hostilities  with  the  said  Axis  nations  then  at 
war,  or  the  surrender  of  said  Axis  nations''  (R.  4) 
for  the  lease  provision  above-quoted.  Apparently 
now,  however,  he  seeks  to  reach  such  result  by  a 
process  of  construction. 

^  Since  this  is  so,  it  is  unnecessary  to  consider  whether  the  alleged 
mistake  should  have  been  discovered  by  November  8,  1946,  and 
would  therefore  be  barred  by  the  three  year  California  limitation 
upon  such  suits,  Cal.  Code  Civ.  Proc.  Sees.  335,  338. 
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Insofar  as  appellant  relies  on  Presidential  Procla- 
mation 2714  of  December  31,  1946,  in  his  contention 
that  such  unlimited  emergency  has  been  terminated 
(R.  4-5,  Br.  15),'  he  is  going  contrary  to  the  lan- 
guage of  the  proclamation  and  the  express  declaration 
of  the  President  of  the  United  States  who  issued 
the  proclamation.  The  proclamation  itself  states  that 
*^a  state  of  war  still  exists''  {infra,  p.  15),  and  in  his 
statement  accompanying  his  proclamation  of  Decem- 
ber 31,  1946,  the  President  of  the  United  States  said, 
inter  alia  (CCH — War  Law  Service  (2d  ed.)  para- 
graph 2516,  p.  2223  [full  text  of  statement  printed 
in  appendix,  infra,  pp.  16-17])  : 

It  should  be  noted  that  the  proclamation  does 
not  terminate  the  states  of  emergency  declared 
by  President  Roosevelt  on  September  8,  1939, 
and  May  27,  1941.  Nor  does  today's  action 
have  the  effect  of  terminating  the  state  of  war 
itself.  It  terminates  merely  the  period  of 
hostilities.  With  respect  to  the  termination  of 
the  national  emergency  and  the  state  of  war 
I  shall  make  recommendations  to  the  Congress 
in  the  near  future.* 


"'Though  on  pages  11  and  15  of  his  brief  appellant  refers  to  a 
Presidential  Proclamation  of  December  3,  1945,  it  is  believed  ap- 
parent that  he  is  referring  to  Presidential  Proclamation  2714  is- 
sued December  31,  1946,  which  appellant  sets  out  on  pages  7-8  of 
his  brief  and  which  is  referred  to  in  his  complaint  (R.  4-5) . 

« Also  on  July  25,  1947,  the  President  of  the  United  States  de- 
clared that  "The  emergencies  declared  by  the  President  on  Septem- 
ber 8,  1939,  and  May  27,  1941,  and  the  state  of  war  continue  to 
exist,  *  *  *."  See  Woods  v.  Miller  Co.,  333  U.  S.  138,  140, 
footnote  3  (1948). 
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Similarly,  the  decision  of  this  Court  in  the  case  of 
Samuels  v.  United  Seamen's  Service,  165  F.  2d  409, 
cited  by  appellant  (Br.  13),  reaffirms  our  position 
here.  The  lease  in  the  Samuels  case  provided  that 
its  terms  should  ^^  extend  for  a  period  of  six  (6) 
months  from  and  after  the  cessation  of  hostilities  in 
the  present  war  with  Japan"  (165  F.  2d  409,  410). 
This  Court  held  that  hostilities,  in  fact,  had  ceased, 
saying  (p.  411)  : 

It  is  true  that  certain  war-time  federal  stat- 
utes were  to  be  terminated  ^^upon  the  cessa- 
tion of  hostilities,  as  proclaimed  by  the 
President."  Such  statutes  were  obviously 
operative  until  a  formal  Presidential  procla- 
mation. But  the  lease  did  not  provide  that 
the  term  should  end  concurrently  with  the 
termination  of  such  statutes  or  upon  any  such 
Presidential  proclamation.  It  is  silent  as  to 
any  such  matters  and  we  cannot  infer  that  the 
parties,  in  executing  the  lease,  deliberately  in- 
tended to  make  formal  Presidential  or  Congres- 
sional action  a  yardstick  of  time  wherewith  to 
measure  the  lease  term.  It  would  have  been  a 
very  simple  matter  to  so  indicate  had  the  par- 
ties desired  to  make  this  sort  of  official  action 
the  decisive  test. 

In  the  instant  case  the  lease  expressly  adopted  as  a 
yardstick  the  termination  by  Congress  or  the  Presi- 
dent of  the  unlimited  emergency  declared  in  1941. 
Since  that  event  has  not  yet  happened,  we  submit  that 
the  lease  cannot  be  cut  short  by  any  process  of 
construction. 
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CONCLUSION 

For  the  foregoing  reasons  it  is  respectfully  sub- 
mitted that  the  judgment  of  the  district  court  should 

be  affirmed. 

A.  Devitt  Vanech, 
Assistant  Attorney  General, 
Ernest  A.   Tolin, 
United  States  Attorney, 

Los  Angeles,  California. 
Irl  D.  Brett, 
Special  Assistant  to  the  Attorney  General, 

Los  Angeles,  California, 
Roger  P.  Marquis, 
Harold  S.  Harrison, 
Attorneys,  Bepartmeyit  of  Justice, 

Washington,  D.  C, 
October  1950. 


APPENDIX 

Presidential  Proclamation  2487  of  May  21,  1941, 
6  F.  R.  2617,  55  Stat.  1647,  50  App.  U.  S.  C.  Note 
prec.  sec.  1,  p.  5636,  is  as  follows : 

Proclaiming  That  an  Unlimited  National 
Emergency  Confronts  This  Country,  Which 
Requires  That  Its  Military,  Naval,  Air 
AND  Civilian  Defenses  be  put  on  the  Basis 
OF  Readiness  to  Repel  Any  and  All  Acts 
OR  Threats  of  Aggression  Directed  Toward 
Any  Part  of  the  Western  Hemisphere 

BY  THE  president  OF  THE  UNITED  STATES 
OF  AMERICA 

A  PROCLAMATION 

WHEREAS  on  September  8,  1939  because  of 
the  outbreak  of  war  in  Europe  a  proclamation 
was  issued  declaring  a  limited  national  emer- 
gency and  directing  measures  ^'for  the  purpose 
of  strengthening  our  national  defense  within 
the  limits  of  peacetime  authorizations'', 

WHEREAS  a  succession  of  events  makes 
plain  that  the  objectives  of  the  Axis  belligerents 
in  such  war  are  not  confined  to  those  avowed 
at  its  commencement,  but  include  overthrow 
throughout  the  world  of  existing  democratic 
order,  and  a  worldwide  domination  of  peoples 
and  economies  through  the  destruction  of  all 
resistance  on  land  and  sea  and  in  the  air,  AND 

WHEREAS  indifference  on  the  part  of  the 
United  States  to  the  increasing  menace  would 
be  perilous,  and  common  prudence  requires  that 
for  the  security  of  this  nation  and  of  this 
hemisphere    we    should    pass    from    peacetime 
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authorizations  of  military  strength  to  such  a, 
basis  as  will  enable  us  to  cope  instantly  and 
decisively  with  any  attempt  at  hostile  encircle- 
ment of  this  hemisphere,  or  the  establishment 
of  any  base  for  aggression  against  it,  as  well  as 
to  repel  the  threat  of  predatory  incursion  by 
foreign  agents  into  our  territory  and  society, 

NOW,  THEREFORE,  I,  FRANKLIN  D. 
ROOSEVELT,  President  of  the  United  States 
of  America,  do  proclaim  that  an  imlimited  na- 
tional emergency  confronts  this  country,  which 
requires  that  its  military,  naval,  air  and  civilian 
defenses  be  put  on  the  basis  of  readiness  to 
repel  any  and  all  acts  or  threats  of  aggression 
directed  toward  any  part  of  the  Western  Hemi- 
sphere. 

I  call  upon  all  the  loyal  citizens  engaged  in 
production  for  defense  to  give  precedence  to 
the  needs  of  the  nation  to  the  end  that  a  system 
of  government  that  makes  private  enterprise 
possible  may  survive. 

I  call  upon  all  our  loyal  workmen  as  well  as 
employers  to  merge  their  lesser  differences  in 
the  larger  effort  to  insure  the  survival  of  the 
only  kind  of  government  w^hich  recognizes  the 
rights  of  labor  or  of  capital. 

I  call  upon  loyal  state  and  local  leaders  and 
officials  to  cooperate  with  the  civilian  defense 
agencies  of  the  United  States  to  assure  our  in- 
ternal security  against  foreign  directed  subver- 
sion and  to  put  every  community  in  order  for 
maximum  productive  effort  and  minimum  of 
waste  and  unnecessary  frictions. 

I  call  upon  all  loyal  citizens  to  place  the  na- 
tion's needs  first  in  mind  and  in  action  to  the 
end  that  w^e  may  mobilize  and  have  ready  for 
instant  defensive  use  all  of  the  physical  powers, 
all  of  the  moral  strength  and  all  of  the  material 
resources  of  this  nation. 
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IN  WITNESS  WHEREOF  I  have  hereunto 
set  my  hand  and  caused  the  seal  of  the  United 
States  of  America  to  be  affixed. 

DONE  at  the  City  of  Washington  this  twenty- 
seventh  day  of  May,  in  the  year  of  our  Lord 
nineteen  hundred  and  forty-one,  and 
[seal]     of  the  Independence  of  the  United 
States  of  America  the  one  hundred 
and  sixty-fifth. 

Franklin  D.  Roosevelt. 
By  the  President: 
CoRDELL  Hull, 

Secretary  of  State, 

[No.  2487] 
[F.  R.  Doc.  41-3808 ;  Filed,  May  28,  1941 ;  9 :  45  a.  m.] 


Presidential  Proclamation  2714  of  December  31, 
1946,  12  F.  R.  1,  61  Stat.  1048,  50  App.  U.  S.  C. 
§  601,  p.  5728,  is  as  follows : 

Cessation  of  Hostilities  of  World  War  II 

BY    THE    PRESIDENT    OF    THE    UNITED    STATES    OF 

AMERICA 

A  PROCLAMATION 

With  God's  help  this  nation  and  our  allies, 
through  sacrifice  and  devotion,  courage  and 
perseverance,  wrung  final  and  unconditional 
surrender  from  our  enemies.  Thereafter,  we, 
together  with  the  other  United  Nations,  set  about 
building  a  world  in  which  justice  shall  replace 
force.  With  spirit,  through  faith,  with  a  de- 
termination that  there  shall  be  no  more  wars 
of  aggression  calculated  to  enslave  the  peoples 
of  the  world  and  destroy  their  civilization,  and 
with  the  guidance  of  Almighty  Providence 
great  gains  have  been  made  in  translating  mili- 
tary victory  into  permanent  peace.     Although 
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a  state  of  war  still  exists,  it  is  at  this  time 
possible  to  declare,  and  I  find  it  to  be  in  the 
public  interest  to  declare,  that  hostilities  have 
terminated. 

NOW,  THEREFORE,  I,  HARRY  S. 
TRUMAN,  President  of  the  United  States 
of  America,  do  hereby  proclaim  the  cessation 
of  hostilities  of  World  War  II  effective  twelve 
o'clock  noon,  December  31,  1946. 

IN  WITNESS  WHEREOF,  I  have  hereunto 
set  my  hand  and  cause  the  seal  of  the  United 
States  of  America  to  be  affixed. 

DONE  at  the  City  of  Washington  this  31st 
day  of  December  in  the  year  of  our 
Lord   nineteen    hundred    and    forty 

[seal]  six,  and  of  the  Independence  of  the 
United  States  of  America  the  one 
hundred  and  seventy-first. 

Harry  S.  Truman. 
By  the  President : 

James  F.  Byrnes, 

The  Secretary  of  State. 

[F.  R.  Doc.  46-22110 ;  Filed,  Dec.  31, 1946 ;  1 :  19  p.  m.] 


A  statement  by  the  President  of  the  United  States 
made  on  December  31,  1946,  CCH-War  Law  Service 
(2d  ed.)  paragraph  2516,  p.  2223,  is  as  follows: 

•STATEMENT  BY  THE  PRESIDENT 

I  have  today  issued  a  proclamation  termi- 
nating the  period  of  hostilities  of  World  War 
II,  as  of  12  o'clock  noon  today,  December  31, 
1946. 

Under  the  law,  a  number  of  war  and  emer- 
gency statutes  cease  to  be  effective  upon  the  is- 
suance of  this  proclamation.  It  is  my  belief 
that  the  time  has  come  when  such  a  declaration 
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can  properly  be  made,  and  that  it  is  in  the  pub- 
lic interest  to  make  it.  Most  of  the  powers  af- 
fected by  the  proclamation  need  no  longer  be 
exercised  by  the  executive  branch  of  the  Gov- 
ernment. This  is  entirely  in  keeping  with  the 
policies  which  I  have  consistently  followed,  in 
an  effort  to  bring  our  economy  and  our  gov- 
ernment back  to  a  peacetime  basis  as  quickly 
as  possible. 

The  proclamation  terminates  government 
powers  under  some  20  statutes  immediately 
upon  its  issuance.  It  terminates  government 
powers  under  some  33  others  at  a  later  date, 
generally  at  the  end  of  6  months  from  the  date 
of  the  proclamation.  This  follows  as  a  result 
of  provisions  made  by  the  Congress  when  the 
legislation  was  originally  passed.  In  a  few  in- 
stances the  statutes  affected  by  the  Proclama- 
tion give  the  government  certain  powers  which 
in  my  opinion  are  desirable  in  peacetime,  or  for 
the  remainder  of  the  period  of  reconversion. 
In  these  instances,  recommendations  will  be 
made  to  the  Congress  for  additional  legislation. 

It  should  be  noted  that  the  proclamation  does 
not  terminate  the  states  of  emergency  declared 
by  President  Roosevelt  on  September  8,  1939, 
and  May  27,  1941.  Nor  does  today's  action  have 
the  effect  of  terminating  the  state  of  war  itself. 
It  terminates  merely  the  period  of  hostilities. 
With  respect  to  the  termination  of  the  national 
emergency  and  the  state  of  war  I  shall  make 
recommendations  to  the  Congress  in  the  near 
future. 

December  31, 1946 

California  Civil  Code  §  2267  provides  as  follows : 

Sec.  2267.  Trustee's  powers  as  agent.  A 
trustee  is  a  general  agent  for  the  trust  property. 
His  authority  is  such  as  is  conferred  upon  him 
by  the  declaration  of  trust  and  by  this  chapter, 
and  none  other.    His  acts,  within  the  scope  of 


18 

his  authority,  bind  the  trust  property  to  the 
same  extent  as  the  acts  of  an  agent  bind  his 
principal. 

California  Civil  Code  §  2300  provides  as  follows : 

Sec.  2300.  Ostensible  agency.  An  agency  is 
ostensible  when  the  principal  intentionally,  or 
by  want  of  ordinary  care,  causes  a  third  per- 
son to  ])elieve  another  to  be  his  agent  who  is 
not  really  employed  by  him. 

California  Civil  Code  §  2332  provides  as  follows : 

Sec.  2332.  Notice  to  agent,  when  notice  to 
principal.  As  against  a  principal,  both  princi- 
pal and  agent  are  deemed  to  have  notice  of 
whatever  either  has  notice  of,  and  ought,  in 
good  faith  and  the  exercise  of  ordinary  care 
and  diligence,  to  commimicate  to  the  other. 
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This  is  an  action  for  money,  or  compensation,  for 
use  and  occupation  of  land.  An  original  lease  is  re- 
ferred to  in  the  complaint  to  show : 

(a)  How  the  govermnent  first  came  into  possession 
of  the  land  here  in  question. 

(b)  To  show  title  in  the  plaintiff. 

(c)  To  establish  the  date  from  which  the  plaintiff 
in  this  action  is  entitled  to  reasonable  compen- 
sation for  the  use  of  his  land. 

The  plaintiff  asks  no  right  which  grows  out  of  the 
original  lease. 


Reformation  in  the  st\.ond  cause  of  action  is  asked 
in  order  to  interpret  the  following  language  which 
terminated  the  lease  on  the  land  in  question,  to  wit: 

'^and  provided  further  that  this  lease  shall  in  no 
event  extend  beyond  six  months  from  the  date  of 
the  termination  of  the  unlimited  emergency,  as  de- 
clared by  the  President  of  the  United  States  on 
May  27th,  1941." 

Whether  reformation  is  the  proper  remedy  or  not, 
the  above  language  must  be  interpreted  by  the  coui-t  in 
order  to  determine  when  compensation  for  the  use  of 
the  land  in  question  started  after  termination  of  the 
unlimited  emergency. 

The  court  below  erroneously  held  that  both  causes 
of  action  are  barred  because  the  original  lease  was  ex- 
ecuted on  the  31st  day  of  May  1943. 

The  date  of  the  execution  of  the  lease  has  nothing 
to  do  with  either  cause  of  action  other  than  to  identify 
the  lease  as  of  the  date  mentioned. 

Is  it  possible  that  the  second  cause  for  compensa- 
tion is  barred  because  the  original  lease  was  executed 
in  1943?  All  the  rentals  or  compensation  claimed 
accrued  immediately  before  the  filing  of  the  complaint. 

In  our  opening  ])rief  we  contended  that  the  emer- 
gency referred  to  in  the  proclamation  of  1941,  is  a  pure 
question  of  fact  and  could  not  be  terminated  by  a  sub- 
sequent proclamation  or  even  an  Act  of  Congress  unless 


both  parties  agreed  there  lo  iu  the  oriipiial  lease  of 
May  31st,  1943. 

But  there  is  no  such  agreement  or  provision  in  the 
lease  which  is  referred  to  in  the  plaintiff's  complaint. 

Therefore  the  only  question  is  a  judicial  one  to  wit: 
When  did  the  threat  to  the  security  of  the  United 
States  cease  by  the  ''axis  Belligerents" i 

The  attorney  general  claims  in  his  reply  brief  that 
the  threat  to  the  security  of  the  United  States  cannot 
cease  until  either  the  President  by  proclamation  or 
Congress  by  appropriate  legislation  says  so. 

Again  we  say  we  did  not  so  contract. 

The  defendant  in  support  thereof  cites  a  state- 
ment issued  contemporaneously  with  the  proclamation 
of  December  31st,  1946  and  further  cited  Wood  v.  Mil- 
ler, 333  U.  S.  141.  But  a  careful  examination  will 
reveal  that  they  support  the  plaintiff's  position  in  this 
matter. 


4: 

WAR  POWER  IS  NOT  INVOLVED 

This  case  involves  the  relation  of  two  contracting 
parties  and  does  not  brmg  into  play  the  war  powers 
of  the  government.  After  reading  Woods,  supra,  it  will 
become  clear  that  the  court  wished  that  the  interpreta- 
tion of  its  decision  be  not  extended  and  that  it  went 
no  further  than  granting  power  to  CongTess  to  deal 
with  those  matters  or  evils  which  w^ere  caused  by  or 
grew  out  of  the  war.  The  defendant  makes  the  fol- 
lowing exaggerated  statement  (Br.  9) : 

^^This  unlimited  emergency  has  not  been  ter- 
minated except  as  to  certain  specific  statutory 
provisions  listed  in  the  Act  of  July  25th,  1947.'' 

The  plaintiff  and  defendant  in  this  action  agreed 
in  writing  as  to  the  termination  of  their  rights  under 
the  lease  and  the  President  by  proclamation  and  Con- 
gress by  legislation  w^as  impotent  to  alter  those  rights 
agreed  upon.  Their  respective  rights  became  vested. 
This  court  alone  has  the  right  and  power  to  determine 
what  was  meant  by  the  phrase  ^^termination  of  the 
unlimited  emergency. ' ' 

However  Woods,  supra,  and  the  statement  of  De- 
cember 31st,  1946,  was  never  intended  to  include  the 
]jrivate  dealings  of  citizens  in  their  business  affairs 
and  was  meant  to  extend  to  legislation  by  Congress 
which  specifically  was  made  to  come  to  an  end  by  the 
presidential  proclamation,  and  to  those  war  powers 


dealing  with  couclitions  brougiit  about  by  the  war.  Jus- 
tice Jackson  specifically  said  that  unless  based  on 
constitutional  authority  war  power  should  not  be  ex- 
tended to  affect  personal  and  property  rights. 

Justice  Jackson  in  his  concurring  opinion  in  Woods, 
supra,  summarizes  our  position  so  well  that  wc  make 
it  part  of  our  argument. 

Wood  V.  Miller,  333  U.  S.  138  at  page  146 : 
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Mr.  Justice  Jackson  concurring. 

I  agree  with  the  result  in  this  case,  but  the 
arguments  that  have  been  addressed  to  us  lead  me 
to  utter  more  explicit  misgivings  about  war  pow- 
ers than  the  court  has  done.  The  government  as- 
serts no  constitutional  basis  for  this  legislation 
other  than  this  vague  undefined  and  undefinable 
^war  power.' 

No  one  will  question  that  this  power  is  the  most 
dangerous  one  to  free  government  in  the  whole  cat- 
alogue of  powers.  It  usually  is  invoked  in  haste 
and  excitement  when  calm  legislative  considera- 
tion of  constitutional  limitation  is  difficult.  It  is 
executed  in  a  time  of  patriotic  fervor  that  makes 
moderation  unpopular.  And,  worst  of  all,  it  is 
interpreted  by  judges  under  the  same  influences 
and  passions  and  pressures.  Always  as  in  this 
case,  the  Government  urges  hasty  decision  to  fore- 
stall some  emergency  or  serve  some  i)urpose  and 
pleads  that  paralysis  will  result  if  its  claims  to 
power  are  denied  or  their  confirmation  delayed. 

Particularly  when  the  war  power  is  invoked 
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to  do  things  to  the  liberties  of  the  people,  or  to 
their  property  or  economy  that  only  indirectly 
affect  conduct  of  the  war  and  do  not  relate  to  the 
management  of  the  war  itself,  the  constitutional 
basis  should  be  scrutinized  with  care. 

I  think  we  can  hardly  deny  that  the  war  power 
is  as  valid  a  ground  for  federal  rent  control  now 
as  it  has  been  at  any  time.  We  still  are  tech- 
nically in  a  state  of  war,  I  would  not  be  willing  to 
hold  that  war  powers  may  be  indefinitely  pro- 
longed merely  by  keeping  legally  alive  a  state  of 
war  that  had  in  fact  ended.  I  cannot  accept  the 
argument  that  w^ar  powers  last  as  long  as  the  ef- 
fects and  consequences  of  war,  for  if  so  they  are 
permanent  as  the  war  debts.    .    .    .    '^ 

We  therefore  submit  the  order  of  the  lower  court  be 
reversed  and  the  defendant  be  compelled  to  file  his 
answer  forthwith. 

Respectfully  submitted, 

ERWIN  P.  WERNER, 
In  Pro,  Per, 
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The  Tax  Court  of  the  United  States 

MOLLY  A.  HARKNESS, 

Petitioner, 

vs. 

COMMISSIONER  OF  INTERNAL  REVENUE, 

Respondent. 

PETITION 

The  above  named  petitioner  hereby  petitions  for  a 
re-determination  of  the  deficiency  set  forth  by  the 
Commissioner  of  Internal  Revenue  in  his  notice  of 
deficiency  (Office  of  Internal  Revenue  Agent  in 
Charge,  San  Francisco  Division,  IRS  :90-D-DMR) 
dated  August  21,  1947,  and  as  a  basis  of  her  proceed- 
ing, alleges  as  follows : 

1.  The  petitioner  is  an  individual  with  her  resi- 
dence at  3767  Huntington  Boulevard,  in  the  City  of 
Fresno,  State  of  California.  The  return  for  the 
period  here  involved  was  filed  with  the  Collector  for 
the  First  District  of  California. 

2.  The  notice  of  deficiency  (a  copy  of  which  is 
attached  hereto  and  marked  Exhibit  ''A'')  was 
mailed  to  the  Petitioner  on  August  21,  1947. 

3.  The  taxes  in  controversy  are  income  and  vic- 
tory taxes  for  the  calendar  year  1943,  in  the  amount 
of  $64,781.64. 

4.  The  determination  of  tax  set  forth  in  said  no- 
tice of  deficiency  is  based  upon  the  following  errors : 

(a)     The  refusal  of  the  respondent  to  recognize 
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that  the  petitioner  and  her  husband,  Floyd  J.  Hark- 
ness,  and  their  children,  Floyd  James  Harkness,  Jr. 
and  Harriet  Harkness  Colgate,  were  copartners 
transacting  business  under  the  firm  name  and  style 
of  United  Packing  Co. ; 

(b)  The  determination  by  the  respondent  that 
the  said  Floyd  James  Harkness,  Jr.  and  Harriet 
Harkness  Colgate  contributed  no  capital  to  said  part- 
nership known  as  United  Packing  Co.,  originating 
with  themselves ; 

(c)  The  determination  by  the  respondent  that  the 
said  Floyd  James  Harkness,  Jr.  and  Harriet  Hark- 
ness Colgate  rendered  no  services  to  the  business  of 
the  partnership  known  as  United  Packing  Co. ; 

(d)  The  determination  by  the  respondent  that 
the  said  Floyd  James  Harkness,  Jr.  and  Harriet 
Harkness  Colgate  did  not  acquire  valid  partnership 
interests  in  the  said  United  Packing  Co. ; 

(e)  The  re-allocation  of  the  profits  of  the  said 
partnership  known  as  United  Packing  Co.  by  the 
respondent  to  the  petitioner  and  her  husband,  Floyd 
J.  Harkness,  on  a  community  property  basis,  thus  in- 
creasing petitioner's  taxable  income  by  $71,770.50. 

5.  The  facts  upon  which  petitioner  relies  as  a 
basis  of  this  proceeding  are  as  follows : 

(a)  On  December  31,  1942,  petitioner,  Floyd  J. 
Harkness,  Floyd  James  Harkness,  Jr.  and  Harriet 
Harkness  Colgate  entered  into  written  Articles  of 
Copartnership,  under  and  by  virtue  of  the  terms  of 
which  they  agreed,  among  other  things,  to  become 
copartners  in  the  business  of  growing,  packing,  ship- 
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ping  and  distributing  fresh  fruits  and  vegetables  in 
the  State  of  California  under  the  firm  name  and  style 
of  United  Packing  Co.,  commencing  January  1, 1943, 
and  continuing  until  the  partners  should  dissolve  the 
partnership  or  until  the  partnership  should  be  dis- 
solved as  provided  in  said  partnership  agreement.  A 
copy  of  said  Articles  of  Copartnership  is  attached 
hereto  and  marked  Exhibit  ^^B"  and  made  a  part 
hereof. 

(b)  Petitioner  and  Floyd  J.  Harkness  are  hus- 
band and  wife,  and  Floyd  James  Harkness,  Jr.  and 
Harriet  Harkness  Colgate  are  their  children. 

(c)  The  partnership  capital  consisted  of  cash 
and  real  and  personal  property  having  a  value  of 
$138,241.61,  which  capital  was  contributed  by  the 
partners  in  equal  amounts.  The  interests  of  the  hus- 
band and  wife  were  community  property  and  it  re- 
tained that  character.  There  has  been  no  attempt  on 
the  part  of  the  husband  and  wife  to  convert  the 
wife's  or  the  husband's  interests  into  separate  prop- 
erty. The  children  borrowed  the  funds  for  their 
capital  contributions  from  their  father  and  gave  him 
their  respective  promissory  notes  for  such  borrowed 
funds,  which  notes  have  been  paid  by  the  children 
in  full  with  interest. 

(d)  The  present  partnership  was  the  successor 
to  several  previous  partnerships,  the  first  of  which 
was  started  in  1923,  under  the  same  name,  to-wit. 
United  Packing  Co.  The  succeeding  partnerships 
have  engaged  in  similar  businesses  uninterrupted 
since  the  organization  of  the  first  partnership.  The 
petitioner's  husband  was  a  partner  in  each  of  the  re- 
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spective  partnerships,  and  in  which  partnerships 
persons  other  than  members  of  the  petitioner's  fam- 
ily were  members. 

(e)  At  the  time  the  said  partnership  agreement, 
(Exhibit  ''B''  attached  hereto)  was  entered  into, 
Harriet  Harkness  Colgate  was  married  to  William 
H.  Colgate,  Jr.  He  and  Floyd  James  Harkness,  Jr. 
were  both  in  the  armed  forces  of  the  United  States. 
Floyd  James  Harkness,  Jr.  entered  the  United 
States  armed  forces  on  January  12,  1942,  and  was 
discharged  therefrom  on  January  6,  1946.  William 
H.  Colgate,  Jr.  entered  the  United  States  armed 
forces  in  1941,  and  was  discharged  therefrom  in 
September,  1944. 

Under  the  terms  of  the  partnership  agreement  and 
subsequent  agreement  between  the  parties,  it  was 
contemplated  and  agreed  that  Floyd  James  Hark- 
ness, Jr.  and  William  H.  Colgate,  Jr.,  the  husband 
of  Harriet  Harkness  Colgate,  would  actively  engage 
in  the  business  of  the  partnership  as  soon  as  they 
were  able  to  do  so.  Both  of  them  had  been  trained 
for  this  purpose.  William  H.  Colgate,  Jr.  was  to 
represent  his  wife  in  the  partnership,  the  wife's  in- 
terest in  the  partnership  as  well  as  the  profits  arising 
from  the  interest  being  community  property  under 
the  community  property  laws  of  the  State  of  Cali- 
fornia, and  accordingly  the  said  William  H.  Colgate, 
Jr.  had  a  vested  interest  in  both  the  profits  and  cap- 
ital of  the  partnership. 

At  the  time  the  Articles  of  Copartnership  were 
entered  into,  it  was  agreed  and  realized  that  a  major 
portion  of  the  work  of  the  partnership  would  have  to 
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be  performed  by  the  petitioner's  husband,  Floyd  J. 
Harkness,  until  Floyd  James  Harkness,  Jr.  and  Wil- 
liam H.  Colgate,  Jr.  were  discharged  from  the  armed 
forces  and  were  able  to  actively  take  an  interest  in 
the  partnership,  and  by  reason  of  such  fact  there  was 
a  provision  inserted  in  the  Articles  of  Copartnership 
(Exhibit  ^^B"  attached  hereto)  to  the  effect  that 
petitioner's  husband  was  to  be  the  general  manager 
of  the  partnership  and  was  to  devote  such  portion  of 
his  time  towards  the  business  of  the  partnership  as 
he  should  deem  necessary  and  proper  for  the  business 
of  the  partnership;  that  he  was  to  receive  for  his 
services  a  certain  percentage  of  the  net  profits  of 
the  business  to  be  agreed  upon  between  the  partners 
from  time  to  time,  and  that  the  remaining  income  of 
the  partnership  should  be  divided  equally  between 
all  the  partners;  that  on  January  4,  1943,  a  sup- 
plemental agreement  was  entered  into  between  the 
partners,  fixing  this  compensation  as  75%  of  the  net 
income  from  the  said  partnership,  United  Packing 
Co.,  up  to  the  amount  of  $100,000  which  agreement 
stated  that  this  compensation  was  being  paid  to  him 
by  reason  of  the  fact  that  due  to  war  conditions  he 
was  the  only  active  copartner  in  the  business  of  the 
partnership  at  that  particular  time.  A  copy  of  said 
agreement  is  attached  hereto  marked  Exhibit  '^C" 
and  made  a  part  hereof. 

(f)  One  of  the  principal  assets  of  the  partner- 
ship was  an  undivided  interest  in  a  300-acre  vineyard 
and  orchard  which  was  acquired  on  February  8, 
1943.  The  title  to  said  vineyard  and  orchard  was 
vested  as  follows : 
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1/8  undivided  interest  in  Floyd  J.  Harkness,  Sr., 
petitioner's  husband; 

1/8  undivided  interest  in  Molly  A.  Harkness,  tax- 
payer; 

1/8  undi\ided  interest  in  Floyd  James  Harkness, 
Jr.  and  his  wife ; 

1/8  undivided  interest  in  Harriet  Harkness  Col- 
gate and  William  H.  Colgate,  Jr.,  her  husband. 

The  other  1/2  interest  in  said  property  was  owned 
by  Chris  A.  Sorensen  (a  former  partner  of  United 
Packing  Co.)  and  his  wife. 

One-half  of  the  profits  from  the  operation  of  the 
vineyard  and  orchard  inured  to  the  benefit  of  the 
partnership  and  was  reported  as  such  in  the  partner- 
ship income  tax  return.  This  one-half  of  the  profits 
for  the  year  1943  amounted  to  the  sum  of  $60,309.92, 
all  of  which  profits  were  re-allocated  by  the  respond- 
ent to  petitioner  and  her  husband,  Floyd  J.  Hark- 
ness, instead  of  having  been  apportioned  among  the 
owners  of  said  property  on  a  partnership  basis  as 
reported  in  the  income  tax  returns  of  the  partner- 
ship and  the  respective  income  tax  returns  of  the 
partners. 

(g)  In  September,  1944,  said  William  H.  Col- 
gate, Jr.  received  a  medical  discharge  from  the 
United  States  Army,  and  he  thereafter  immediately 
entered  the  services  of  the  United  Packing  Co.,  and 
has  devoted  his  entire  time  and  attention  since  said 
date  to  the  business  and  interests  of  the  said  United 
Packing  Co. 

(h)  On  January  6,  1946,  Floyd  James  Harkness, 
Jr.  was  discharged  from  the  United  States  Army, 
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and  he  thereafter  immediately  entered  the  services 
of  the  United  Packing  Co.,  and  has  devoted  his  en- 
tire time  and  attention  since  said  date  to  the  business 
and  interests  of  the  said  United  Packing  Co. 

Wherefore,  petitioner  prays  that  this  Court  may 
hear  this  proceeding  and  determine  that  the  respond- 
ent erred  in  re-allocating  the  income  of  the  partner- 
ship known  as  United  Packing  Co.,  and  in  such 
re-allocating  to  the  petitioner  and  the  petitioner's 
husband,  Floyd  J.  Harkness,  on  a  community  prop- 
erty basis  the  entire  income  from  said  partnership, 
thus  increasing  the  taxable  income  of  the  petitioner 
by  the  sum  of  $71,770.50,  and  that  this  Court  should 
determine  that  the  correct  amount  of  the  petitioner's 
income  tax  and  victory  tax  liability  for  the  said  year 
be  re-computed  in  accordance  with  Rule  50. 

/s/  PHILIP  S.  EHRLICH, 

/s/  ALBERT  A.  AXELROD, 

/s/  LeROY  H.  GUNTHER, 

Counsel  for  Petitioner. 

State  of  California, 
County  of  Fresno — ss. 

Molly  A.  Harkness,  being  first  duly  sworn,  deposes 
and  says : 

That  she  is  the  petitioner  above  named;  that  she 
has  read  the  foregoing  Petition  and  is  familiar  with 
the  statements  contained  therein,  and  that  the  state- 
ments contained  therein  are  true  except  those  stated 
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to  be  upon  information  and  belief,  and  that  those  she 
believes  to  be  true. 

/s/  MOLLY  A.  HARKNESS. 

Subscribed  and  sworn  to  before  me  this  29th  day 
of  October,  1947. 

[Seal]         /s/  HARRY  R.  BRADLEY, 
Notary  Public  in  and  for  the  County  of  Fresno, 
State  of  California. 

Exhibit  ^^A'' 

Treasury  Department 

Internal  Revenue  Service 

74  New  Montgomery  Street 

San  Francisco  5,  California 

Aug.  21,1947 
Office  of 

Internal  Revenue  Agent  in  Charge 
San  Francisco  Division 
IRA:90-D-DMA 
Mrs.  Molly  A.  Harkness 
3767  Huntington  Boulevard 
Fresno,  California 

Dear  Mrs.  Harkness: 

You  are  advised  that  the  determination  of  your 
income  and  victory  tax  liability  for  the  taxable  year 
ended  December  31,  1943,  discloses  a  deficiency  of 
$64,781.64,  as  shown  in  the  statement  attached. 

In  accordance  with  the  provisions  of  existing  in- 
ternal revenue  laws,  notice  is  hereby  given  of  the 
deficiency  or  deficiencies  mentioned. 


10  Molly  A,  Harkness  vs. 

Within  90  days  (not  counting  Saturday,  Sunday, 
or  a  legal  holiday  in  the  District  of  Columbia  as  the 
90th  day)  from  the  date  of  the  mailing  of  this  letter, 
you  may  file  a  petition  with  The  Tax  Court  of  the 
United  States,  at  its  principal  address,  Washington 
25,  D.  C,  for  a  redetermination  of  the  deficiency  or 
deficiencies. 

Should  you  not  desire  to  file  a  petition,  you  are 
requested  to  execute  the  enclosed  form  and  forward 
it  to  the  Internal  Revenue  Agent  in  Charge,  San 
Francisco,  California,  for  the  attention  of  Confer- 
ence Section.  The  signing  and  filing  of  this  form 
will  expedite  the  closing  of  your  return (s)  by  per- 
mitting an  early  assessment  of  the  deficiency  or 
deficiencies,  and  will  prevent  the  accumulation  of 
interest,  since  the  interest  period  terminates  30  days 
after  filing  the  form,  or  on  the  date  assessment  is 
made,  whichever  is  earlier. 

Very  truly  yours, 

/s/  GEO.  J.  SCHOENEMAN, 

Commissioner, 

By  /s/  F.  M.  HARLESS, 

Internal  Revenue  Agent  in 
Charge. 

Enclosures : 

Statement 

Form  of  waiver 

DMR  8-21-47 
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Statement 
San  Francisco 
IRA:90-D-DMR 

In  re :  Mrs.  Molly  A.  Harkness 

3767  Huntington  Boulevard 
Fresno,  California 

Tax  Liability  for  the  Taxable  Year  Ended 
December  31,  1943 

De-ficiency 
Income  and  Victory  Tax $64,781.64 

In  making  this  determination  of  your  income  and 
victory  tax  liability,  careful  consideration  has  been 
given  to  your  protest  dated  December  23,  1946,  and 
to  the  statements  made  at  the  conference  held  on 
April  21, 1947. 

A  copy  of  this  letter  and  statement  has  been  mailed 
to  your  representative,  Mr.  Philip  S.  Ehrlich,  2002 
Euss  Building,  San  Francisco  4,  California,  in  ac- 
cordance with  the  authority  contained  in  the  power 
of  attorney  executed  by  you  and  on  file  with  this 
office. 

Statement  for  Year  1942 

No  change  is  made  in  income  as  reported  on  your 
return. 

Tentative  income  tax  liability  reported ....  $37,095.33 


12  Molly  A,  Harhness  vs. 

Adjustments  to  Net  Income 

Year: 1943 

Income  Tax     Victory  Tax 
Net  Income      Net  Income 

Net  income  as  disclosed  by  return $108,821.85      $114,858.88 

Unallowable  deductions  and  additional  income : 

(a)  Partnership  income $71,770.50  $71,770.50 

(b)  Contributions  25.00  0.00 

71,795.50  71,770.50 

Total    $180,617.35      $186,629.38 

Nontaxable  income  and  additional  deductions : 

(c)  Interest  $      144.20  $         0.00 

(d)  Taxes  227.80 

(e)  Business  expenses  108.45  108.45 

480.45  108.45 

Net  income  as  adjusted $180,136.90      $186,520.93 


Explanation  of  Adjustments 

(a)  On  December  31,  1942,  you  and  your  husband,  Floyd  J.  Hark- 
ness,  together  with  your  two  children,  Floyd  James  Harkness,  Jr.,  and 
Harriet  Harkness  Colgate,  executed  an  instrument  purporting  to  create 
a  family  partnership.  Since  Floyd  James  Harkness,  Jr.,  and  Harriet 
Harkness  Colgate  contributed  no  capital  originating  with  themselves, 
rendered  no  services  to  the  business,  and  were  not  required  to  partici- 
pate in  the  control  and  management  of  the  business  under  the  terms  of 
the  alleged  partnership  agreement,  it  is  held  that  they  did  not  acquire 
valid  partnership  interests  in  the  United  Packing  Company.  Accord-- 
ingly,  profits  from  the  above-named  organization  are  reallocated  to  you 
and  your  husband  on  a  community  property  basis,  thus  increasing  your 
taxable  income  by  $71,770.50  as  shown  below. 

Total  net  profit  of  United  Packing  Company $361,832.00 

Your  community  one-half  share 180,916.00 

Amount  reported  on  return 109,145.50 

Adjustment — increase    $  71,770.50 

(b)  Deduction  for  contributions  is  decreased  by 

$25.00  as  follows: 

Total  charitable  contributions $  550.00 

Your  one-half  community  share 275.00 

Amount  claimed  on  your  return 300.00 

Adjustment — decrease   $         25.00 


I 
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Explanation  of  Adjustments 
(Continued) 

(c)  (d)  and  (e)  Deductions  of  $144.20,  $227.80  and  $108.45  are 
allowed  for  interest,  real  estate  taxes  and  business  expenses,  respec- 
tively, as  shown  below  since  the  items  represent  community  deductions, 
one-half  of  which  are  deductible  by  you. 

Real  Estate      Business 
Interest  Taxes  Expenses 

Total  amounts  paid $288.41  $455.60  $216.90 

Your  community  one-half  share $144.20  $227.80  $108.45 

Computation  of  Tax 
Year: 1943 

Income  tax  net  income $180,136.90 

Less:  Personal  exemption 1,100.00 


Surtax  net  income $179,036.90 

Less :  Earned  income  credit 1,400.00 


Balance  subject  to  normal'tax $177,636.90 


Normal  tax  at  6  per  cent  on  $177,636.90 $  10,658.21 

Surtax  on  $179,036.90 122,159.89 


Total  income  tax $132,818.10 

Victory  tax  net  income $186,520.93 

Less :  Specific  exemption 624.00 


Income  subject  to  victory  tax $185,896.93 


Victory  tax  before  credit 

(5  per  cent  of  $185,896.93) $     9,294.85 

Less :  Victory  tax  credit 500.00 


Net  victory  tax 8,794.85 


Income  and  victory  tax  for  1943 $141,612.95 


Income  tax  for  1942 $  37,095.33 


Amount  of  1942  or  1943  tax,  whichever  is  larger $141,612.95 

Forgiveness  feature : 

Amount  of  1942  or  1943  tax,  whicliever  is  smaller  $37,095.33 
Amount  forgiven  (%  of  $37,095.33)  27,821.50 


Amount  unforoiven 9,273.83 


Correct  income  and  victory  tax  liability $150,886.78 
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Computation  of  Tax 
(Continued) 

Correct  income  and  victory  tax  liability 

(Brought  forward)  $150,886.78 

Income  and  victory  tax  disclosed  by  return ;  page  4 — line  20 

(Original,  Account  No.  359238  First  California  District)     86,105.14 


Deficiency  of  income  and  victory  tax $  64,781.64 


Exhibit  ^^B" 

Articles  of  Co-Partnership 

These  Articles  of  Co-Partnership,  made  and  en- 
tered into  this  31st  day  of  December,  1942,  by  and 
between  Floyd  J.  Harkness,  first  party,  Molly  A. 
Harkness,  second  party,  Floyd  James  Harkness,  Jr., 
third  party,  and  Harriet  Harkness  Colgate,  fourth 
party,  the  first,  second  and  third  parties  being  resi- 
dents of  the  County  of  Fresno,  State  of  California, 
and  fourth  party  being  a  resident  of  Columbus, 
Franklin  County,  Ohio : 

Witnesseth : 
That  the  said  parties  hereto  for  themselves,  their 
heirs,  executors,  administrators  and  assigns  agree  to 
become  co-partners  in  the  business  of  carrying  on  a 
general  business  of  growing,  packing,  shipping  and 
distributing  of  fresh  fruit  and  vegetables  in  the  State 
of  California,  including  the  purchasing  and  selling 
of  any  and  all  kinds  of  real  and  personal  property 
necessary  in  carrying  on  and  conducting  said  busi- 
ness, and  said  business  shall  be  conducted  under  the 
firm  name  and  style  of  ^'United  Packing  Co."  from 
January  1st,  1943,  until  such  time  as  the  said  co- 
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partners  shall  mutually  agree  to  dissolve  said  co- 
partnership, or  the  said  co-partnership  shall  be 
otherwise  as  hereinafter  provided  dissolved,  and  that 
the  terms  upon  which  the  said  parties  have  entered 
into  said  co-partnership  are  hereinafter  stated  as 
follows,  to-wit : 

That  the  said  business  of  growing,  packing,  ship- 
ping and  distributing  of  fresh  fruit  and  vegetables 
and  any  other  business  which  shall  be  incidental  and 
necessary  thereto,  shall  be  carried  on  in  the  State  of 
California,  and  that  the  principal  place  of  business 
of  said  co-partnership  shall  be  in  the  Rowell  Build- 
ing in  the  City  of  Fresno,  County  of  Fresno,  State 
of  California  or  at  any  other  place  or  places  as  the 
partners  shall  hereafter  determine  and  that  the  firm 
name  and  style  of  said  co-partnership  business  shall 
be  United  Packing  Co.,  with  real  and  personal  prop- 
erty belonging  thereto  located  in  the  Counties  of 
Kern,  Tulare,  San  Joaquin  and  Fresno,  State  of 
California. 

It  is  understood  and  agreed  by  and  between  the 
parties  hereto  that  said  first  party  has  been  conduct- 
ing the  above  mentioned  business  individually  under 
the  firm  name  and  style  of  United  Packing  Co.,  and 
that  he  and  Molly  A.  Harkness,  his  wife,  second 
party  herein,  have  been  the  owners  of  all  the  real 
and  personal  property,  equipment  and  materials  that 
are  now  used  in  carrying  on  said  business,  together 
with  such  moneys  as  may  now  be  on  deposit  in  the 
name  of  the  said  United  Packing  Co.  and  together 
with  any  and  all  outstanding  accounts  owing  as  of 
this  date,  the  said  Floyd  J.  Harkness  and  Molly  A. 
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Harkness,  first  and  second  parties  herein,  do  by  these 
presents,  sell,  convey  and  set  over,  an  undivided  one- 
fourth  partnership  interest  in  and  to  all  of  the  part- 
nership property  of  the  United  Packing  Co.  to  each 
of  the  third  and  fourth  parties,  namely,  Floyd  James 
Harkness,  Jr.  and  Harriet  Harkness  Colgate,  and 
from  this  date  on  each  of  the  said  co-partners  above 
named,  shall  be  and  become  the  owners  of  an  un- 
divided one-fourth  interest  of  all  of  the  property  of 
the  said  co-partnership  doing  business  under  the 
firm  name  and  style  of  United  Packing  Co.,  and  that 
the  real  and  personal  property  which  shall  compose 
the  capital  of  the  said  co-partnership  and  belong  to 
the  newly  organized  co-partnership  is  described  in  a 
Schedule  marked  Exhibit  ^'A"  and  attached  hereto 
and  made  a  part  of  this  agreement  as  if  herein  fully 
set  out,  and  that  there  shall  also  belong  to  said  co- 
partnership any  and  all  other  assets  which  now^  be- 
long to  said  co-partnership  and  are  not  herein  de- 
scribed as  well  as  any  and  all  other  assets  which  may 
hereafter  belong  to  said  co-partnership;  that  all 
thereof  shall  belong  equally  to  all  of  the  partners 
herein  named  and  in  consideration  of  said  first  party 
conveying  all  of  said  real  and  personal  property  to 
said  co-partners  being  conducted  under  the  firm 
name  and  style  of  the  United  Packing  Co.,  and  which 
is  agreed  to  be  of  the  net  value  of  $138,241.61,  that 
the  said  third  and  fourth  party  shall  each  execute  in 
favor  of  first  party  a  promissory  note  in  the  sum  of 
$34,560.40,  payable  in  the  manner  as  therein  set  forth 
to  first  party,  and  which  sum  shall  be  the  purchase 
price  for  their  undivided  one-fourth  interest  in  and 
to  all  of  the  assets  of  said  co-partnership. 
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It  is  understood  and  agreed  by  and  between  the 
parties  hereto  that  the  said  first  and  second  parties 
are  husband  and  wife  and  that  all  of  the  property 
which  said  first  party  is  on  this  date  conveying  to  the 
newly  formed  co-partnership,  in  which  all  of  the 
above  named  parties  are  equal  partners,  has  been 
accumulated  by  first  and  second  parties  during  their 
married  life  and  is  the  community  property  of  first 
and  second  parties  and  that  one-half  thereof,  by 
reason  thereof,  is  the  property  of  said  second  party 
and  that  the  said  second  party  does  herewith  join 
first  party  in  the  conveying  of  all  of  the  said  assets 
herein  described  to  the  said  co-partnership  so  that 
from  this  date  on,  all  of  the  said  property  now  be- 
longing to  the  said  United  Packing  Co.  and  any  and 
all  other  property  which  may  hereafter  belong  to 
said  co-partnership  shall  be  owned  equally  by  all  the 
said  co-partners. 

It  is  understood  and  agreed  by  and  between  the 
said  co-partners  that  said  first  party  shall  be,  and  is 
from  this  date  on  made  the  general  manager  of  said 
co-partnership,  and  that  he  shall  be  in  full  charge  of 
all  business  operations  of  said  co-partnership  and 
that  he  shall  have  the  full  right  to  conduct  the  busi- 
ness of  said  co-partnership  in  such  manner  as  he  may 
desire,  including  the  selling  of  any  and  all  of  the 
partnership  assets  and  the  purchasing  of  such  other 
property  as  he  may  desire  in  the  name  of  said  co- 
partnership together  with  the  right  to  borrow  sucli 
money  as  he  may  deem  necessary  to  carry  on  said 
business  and  in  consideration  thereof  it  is  understood 
and  agreed  that  first  party  is  to  receive  for  his  said 
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services  a  certain  percentage  of  the  net  profit  of  said 
business  to  be  agreed  upon  between  all  of  the  part- 
ners herein  from  time  to  time  as  they  may  agree 
upon  between  themselves,  and  that  the  balance  of  the 
net  income  of  said  co-partnership  shall  be  equally 
divided  between  all  of  the  co-partners  herein  at  such 
time  or  times  as  they  may  agree  upon,  provided  how- 
ever that  any  profits  which  third  and  fourth  parties 
are  entitled  to  receive  shall  be  paid  to  first  party  and 
applied  by  him  first,  to  any  payment  which  first 
party  may  have  advanced  to  third  and  fourth  parties, 
together  with  interest  thereon  and  the  balance  there- 
of, if  any,  shall  be  applied  by  first  party  in  the  pay- 
ment of  the  promissory  notes  which  the  said  third 
and  fourth  parties  have  executed  in  favor  of  first 
party  for  the  purchase  price  of  their  share  in  said 
co-partnership  business. 

It  is  understood  and  agreed  that  the  said  first 
party  as  general  manager,  and  anyone  of  the  other 
co-partners  acting  together  shall  have  the  right  to 
bind  the  said  co-partnership  in  such  manner  or  form 
as  they  may  deem  necessary,  in  order  to  carry  on  the 
business  of  the  said  co-partnership,  and  that  no  other 
co-partner  shall  have  the  right  to  in  any  manner  bind 
the  said  co-partnership,  and  that  no  co-partner  shall 
have  the  right  to  in  any  way  sell,  assign,  set  over, 
transfer  or  hypothecate  his  undivided  one-fourth  in- 
terest in  said  co-partnership  without  first  obtaining 
the  w^ritten  consent  of  two  other  co-partners. 

It  is  understood  and  agreed  that  said  first  party 
as  general  manager  of  said  co-partnership  shall  de- 
vote such  portion  of  his  time  and  attention  to  the 
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conducting  and  carrying  on  of  said  business,  as  he 
shall  deem  necessary  and  proper  but  that  he  will  at 
all  times  use  his  own  good  judgment  and  best  efforts 
and  experience  in  carrying  on  said  business  for  the 
best  interests  of  all  parties  concerned  and  that  sec- 
ond, third  and  fourth  parties  shall  not  devote  any 
time  or  attention  in  carrying  on  said  business  unless 
hereafter  agreed  upon  by  and  between  any  three  of 
said  co-partners  and  at  that  time  it  shall  be  agreed 
upon  by  and  between  any  three  of  said  partners  as  to 
what  the  compensation  shall  be  for  the  services 
which  third  or  fourth  partner  may  contribute  to- 
wards the  carrying  on  of  said  co-partnership  busi- 
ness. 

It  is  understood  and  agreed  that  there  shall  be 
kept  at  all  times  a  complete  set  of  books  of  account 
wherein  there  shall  be  entered  any  and  all  records 
and  transactions  of  said  business  and  that  the  said 
first  party  shall  have  complete  charge  thereof  and 
that  said  books  shall  be  under  his  immediate  super- 
vision and  that  the  said  first  party  shall  have  the  full 
charge  of  the  collections  and  expenditures  of  all  of 
the  moneys  received  and  taken  in,  in  the  carrying  on 
of  said  business,  and  that  all  of  the  business  transac- 
tions of  said  first  party  in  carrying  on  said  business 
shall  be  binding  on  all  of  the  said  co-partners. 

It  is  understood  and  agreed  in  this  connection  that 
first  party  will  render  on  the  1st  of  each  year  a  true 
and  full  statement  and  account  of  the  profits  or 
losses  of  said  business  and  all  other  matters  and 
transactions  done  and  performed  in  connection  with 
said  business. 


20  Molly  A.  Harkness  vs. 

It  is  understood  and  agreed  by  and  between  the 
parties  hereto  that  upon  the  consent  of  the  managing 
partner  and  two  of  the  remaining  partners  that  the 
capital  of  the  partnership  may  be  increased  to  such 
sum  as  may  be  determined  by  them,  and  that  there- 
after each  of  the  partners  shall  contribute  their  re- 
spective share  of  the  capital  increase.  In  the  event 
the  managing  partner  and  two  of  the  other  partners 
desire  to  reduce  the  capital  of  the  partnership  or 
withdraw^  profits,  then  such  determination  shall  be- 
come binding  upon  all  the  partners  hereto. 

It  is  further  understood  and  agreed  by  and  be- 
tween the  parties  hereto  that  each  one  of  the  part- 
ners will  not,  without  the  previous  consent  in  writing 
of  the  other  partners,  enter  into  any  bond  or  become 
bail  or  security  for  any  person  or  persons  or  do  or 
suffer  to  be  done  anything  whereby  the  capital  or 
property  of  the  co-partnership  may  be  taken  by  exe- 
cution and  that  each  partner  shall  punctually  pay  his 
own  separate  debts  and  should  anyone  of  the  said 
co-partners  become  financially  involved  in  outside  in- 
terests so  that  his  share  in  the  said  co-partnership 
business  shall  become  involved,  and  should  anyone  of 
said  co-partners  in  any  manner  so  become  involved 
then  the  other  co-partners  shall  have  the  right  to 
acquire  such  insolvent  partner's  right,  title  and  in- 
terest in  said  co-partnership  at  the  book  value 
thereof  without  any  consideration  of  the  good  will  of 
the  said  co-partnership  and  upon  such  transfer, 
such  insolvent  partner  shall  have  no  further  right, 
title  and  interest  in  and  to  the  capital  assets  of  the 
said  co-partnership. 
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It  is  understood  and  agreed  that  in  the  event  that 
anyone  of  the  said  co-partners  desire  to  sell  or  in  any 
way  dispose  of  their  interest  in  the  said  co-partner- 
ship business,  that  then  the  remaining  co-partners 
shall  have  the  right  to  purchase  such  partner's  inter- 
est in  said  co-partnership  and  then  the  selling  co- 
partner shall  convey  all  of  his  right,  title  and  interest 
in  and  to  the  said  co-partnership  property  to  the 
remaining  co-partners,  and  shall  receive  for  such 
conveyed  interest  the  book  value  of  such  interest  at 
said  time  without  any  consideration  of  the  goodwill 
of  the  co-partnership  and  that  the  amount  which  the 
selling  co-partner  shall  receive  may  be  paid  in  cash 
by  the  remaining  co-partners,  but  if  the  remaining 
co-partners  do  not  desire  to  pay  cash  for  the  selling 
partner's  interest,  then  they  shall  have  the  right  to 
pay  such  amount  by  the  application  of  the  profits 
from  the  business  of  such  selling  partner's  share  and 
that  the  same  shall  continue  to  be  paid  in  this  man- 
ner until  the  said  purchase  price  of  such  selling  part- 
ner's  interest  in  said  co-partnership  shall  have  been 
paid  in  full,  and  then  such  selling  partner  shall  exe- 
cute in  favor  of  the  remaining  co-partners  a  Bill  of 
Sale  conveying  all  of  his  right,  title  and  interest  in 
and  to  the  said  co-partnership  business  and  assets  to 
the  remaining  co-partners. 

It  is  understood  and  agreed  by  and  between  the 
parties  hereto  that  should  anyone  of  the  partners 
become  deceased,  that  then  the  remaining  co-part- 
ners shall  have  the  right  to  purchase  such  deceased 
partner's  share  in  said  business  at  the  book  value  at 
the  time  of  the  death  of  such  co-partner  without  any 
consideration  of  the  good  will  of  the  partnership  and 
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such  deceased  partner's  interest  in  said  business 
shall  be  paid  to  the  legal  representative  of  such  de- 
ceased partner  and  then  the  legal  representative  of 
such  deceased  partner's  estate  shall  convey  all  of  the 
deceased  partner's  right,  title  and  interest  in  and 
to  the  said  co-partnership  property  to  the  remaining 
co-partners  and  the  legal  representative  of  such  de- 
ceased partner  shall  receive  for  such  conveyed  in- 
terest the  purchase  price  for  such  deceased  partner's 
interest  which  may  be  paid  in  cash  by  the  remaining 
co-partners  or  if  the  remaining  partners  do  not  de- 
sire to  pay  cash  for  such  deceased  partner's  interest, 
then  they  shall  have  the  right  to  pay  such  amount  by 
the  application  of  the  profits  from  the  business  of 
such  deceased  partner's  interest  and  that  this  method 
of  payment  shall  continue  until  the  said  purchase 
price  of  said  deceased  partner's  interest  shall  have 
been  paid  in  full  and  that  upon  such  payment  in  full 
of  the  purchase  price  of  said  deceased  partner's  in- 
terest in  said  co-partnership  the  legal  representative 
of  such  deceased  partner  shall  execute  and  deliver  to 
the  remaining  co-partners  a  Bill  of  Sale  conveying 
all  of  the  said  deceased  partner's  interest  in  the  said 
co-partnership  business  and  assets. 

It  is  also  agreed  by  the  co-partners  that  in  the 
event  of  any  misunderstanding  between  the  co-part- 
ners concerning  the  matter  of  conducting  and  carry- 
ing on  of  said  business  that  then  the  partners  shall, 
between  themselves  adjust  the  same;  it  is  however 
understood  in  this  connection  that  the  decision  of 
the  general  manager  and  one  other  partner  hereto 
shall  determine  any  question  which  may  arise  be- 
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tween  them  and  in  the  event  that  anyone  or  more  of 
said  co-partners  should  be  dissatisfied  with  such  de- 
cision then  they  shall  have  the  right  as  given  them  by 
the  laws  of  the  State  of  California  to  bring  proceed- 
ings in  court  for  the  purpose  of  either  dissolving  the 
said  co-partnership  or  obtaining  such  relief  as  they 
are  entitled  under  the  terms  of  this  co-partnership. 

It  is  further  understood  and  agreed  that  this  co- 
partnership business  is  entered  into  on  the  proposi- 
tion that  each  partner  has  an  equal  interest  therein 
and  is  entitled  to  an  equal  share  in  all  gains,  profits 
and  increases  which  shall  come,  grow  or  arise  from, 
or  by  means  of  said  business  so  long  as  such  part- 
ner or  partners  shall  not  be  in  default  in  any  of  the 
terms  of  this  agreement  and  that  each  partner  shall 
be  entitled  to  his  one-fourth  share  of  the  said  profits 
and  that  each  partner  shall  likewise  share  equally 
in  any  losses  which  the  said  partnership  may  sustain 
and  that  each  partner  shall  in  the  event  it  becomes 
necessary  to  furnish  additional  funds  by  reason  of 
any  losses  which  the  said  partnership  may  sustain, 
then  each  partner  shall  furnish  and  pay  into  the  said 
business  his  equal  share  which  may  be  necessary  in 
order  to  continue  on  with  the  said  co-partnership 
business.  It  being  agreed  that  the  decision  of  the 
managing  partner  and  any  two  of  the  remaining 
partners  shall  be  final  as  to  the  matter  of  the  divi- 
sion of  the  profits  and  the  amount  which  may  be 
paid  in  by  each  partner  in  the  event  it  becomes  neces- 
sary to  do  so  on  account  of  losses  sustained  by  the 
said  co-partnership. 

That  at  the  end  or  sooner  determination  of  their 
co-partnership,   the   said   co-partnors,    each   to   the 
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other,  shall  and  will  make  a  true,  just  and  final  ac- 
counting of  all  things  relating  to  their  said  business, 
and  in  all  things  truly  adjust  the  same ;  and  that  all 
and  every  stock  and  stocks,  as  well  as  the  gains  and 
increase  thereof,  which  shall  appear  to  be  remaining, 
either  in  money,  goods,  wares,  fixtures,  debts  or 
otherwise,  shall  be  divided  between  them,  share  and 
share  alike. 

In  Witness  Whereof,  the  above  named  partners 
have  hereunto  set  their  hands  and  signatures  the  day 
and  year  first  above  written. 


First  Party. 
Second  Party. 
Third  Party. 
Fourth  Party. 
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Financial  Statement — United  Packing  Co. 

1/1/43 
Assets 

Cash  $100,000.00 

Lodi  Jap  Camps 428.77 

Packing  Sheds  $21,615.15 

Less:  Depr.  Reserve 15,966.41  5,648.74 

Real  Estate— Parlier 1,500.00 

Registered  Brands 1,230.00 

Auto  Equipment  9,025.96 

"       2,925.58  6,100.38 

Firebaugh  Ranch 2,944.50 

''       1,898.24  1,046.28 

Otani  Tractor 1,290.56 

"       151.15  1,139.41 

Box  Making  Machine 750.00 

''       750.00  0 

Peach  Brushers  2,271.11 

''       2,271.11  0 

Paper  Trays 504.18 

Office  Equipment 2,354.03 

''       1,293.03  1,061.00 

Packing  Equipment   12,288.81 

''       8,976.86  3,311.95 

Picking  Boxes 6,182.60 

Packing  Materials 6,473.31 

Accounts  Receivable : 

Andrews  Bros 164.50 

Benner  Tea  Co 2,365.00 

H.  H.  Bennett 222.30 

Mrs.  Blazer 575.00 

P.  V.  Cervantes 40.00 

P.  B.  Elter 74.45 

Goodman  Vyd 325.00 

M.  Kozuki 519.03 

Mrs.  Okjima 811.97 

Pete  Dawson 2,430.00 

Ray  Stevens  262.78 

Mrs.  W.  J.  Welsh 444.40 

8,234.43 

$142,861.03 
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/s/  FLOYD  JAMES  HARKNESS, 
JR., 

Third  Party. 

/s/  HARRIET  HARKNESS 
COLGATE, 
Fourth  Party. 

Filed  T.  C.  U.  S.,  November  10,  1947. 


[Title  of  Tax  Court  and  Cause.] 

ANSWER 

Comes  now  the  Commissioner  of  Internal  Rev- 
enue, respondent  above  named,  by  his  attorney, 
Charles  Oliphant,  Chief  Counsel,  Bureau  of  Inter- 
nal Revenue,  and  for  answer  to  the  petition  filed  by 
the  above-named  petitioner  admits  and  denies  as 
follows : 

1,  2  and  3.  Admits  the  allegations  contained  in 
paragraphs  1,  2  and  3  of  the  petition. 

4  and  4(a)  to  (e),  inclusive.  Denies  that  the 
Commissioner  erred  in  the  determination  of  the 
deficiency  as  alleged  in  paragraph  4  of  the  petition 
and  subparagraphs  (a)  to  (e),  inclusive,  there- 
under. 

5(a).  Denies  the  allegations  contained  in  sub- 
paragraph (a)  of  paragraph  5  of  the  petition. 

(b).  Admits  the  allegations  contained  in  sub- 
paragraph (b)  of  paragraph  5  of  the  petition. 

(c)  and  (d).    Denies  the  allegations  contained  in 


Commissioner  of  Internal  Revenue,  29 

subparagraphs  (c)  and  (d)  of  paragraph  5  of  the 
petition. 

5(e).  For  lack  of  knowledge  or  information  suf- 
ficient to  form  a  belief,  denies  the  allegations  con- 
tained in  subparagraph  (e)  of  paragraph  5  of  the 
petition. 

(f),  (g)  and  (h).  For  lack  of  knowledge  or  in- 
formation sufficient  to  form  a  belief,  denies  the  alle- 
gations contained  in  subparagraphs  (f),  (g)  and 
(h)  of  paragraph  5  of  the  petition. 

6.  Denies  generally  and  specifically  each  and 
every  allegation  in  the  petition  not  hereinbefore 
admitted,  qualified  or  denied. 

Wherefore,  it  is  prayed  that  the  Commissioner's 
determination  be  approved  and  the  petitioner's  ap- 
peal denied. 

/s/  CHARLES  OLIPHANT, 

Chief  Counsel,  Bureau  of 
Internal  Revenue. 
Of  Counsel : 

B.  H.  NEBLETT, 

Division  Counsel ; 

T.  M.  MATHER, 

Special  Attorney,  Bureau 
Of  Internal  Revenue. 

Received  and  Filed,  T.  C.  U.  S.,  December  16, 
1947. 
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[Title  of  Tax  Court  and  Cause.] 

STIPULATION  OF  PACTS 

It  is  hereby  stipulated  and  agreed  by  and  be- 
tween the  parties  through  their  respective  counsel 
that  the  following  facts  are  admitted  without  prej- 
udice to  the  rights  of  either  party  to  enter  other 
and  further  testimony : 

1.  The  petitioners  are  husband  and  wife  who 
have  maintained  their  family  domicile  in  California 
for  many  years  prior  to  1943.  Prior  to  December 
31,  1942,  the  business  and  property  of  the  United 
Packing  Co.  was  owned  and  operated  by  Floyd  J. 
Harkness  and  Molly  A.  Harkness.  Molly  A.  Hark- 
ness by  virtue  of  her  marital  rights  has  a  50% 
community  property  interest  in  the  assets  of  the 
business.  She  has  never  performed  any  substan- 
tial services  in  connection  with  said  business. 

2.  Floyd  J.  Harkness,  Jr.,  and  Harriet  Hark- 
ness Colgate  are  the  children  of  Floyd  J.  and  Molly 
A.  Harkness.  The  son  attended  various  schools 
until  June,  1941,  when  he  graduated  from  college, 
majoring  in  commerce.  Prior  to  that  time  he  had 
worked  through  vacations  in  the  business  of  his 
father  and  mother  involving  the  growing,  packing 
and  distributing  of  fresh  fruit  and  vegetables  in 
the  State  of  California.  From  June,  1941,  until 
January,  1942,  the  son  devoted  his  full  services  as 
an  employee  in  the  said  business  of  United  Packing 
Co.,  operating  various  district  deals. 

On      January   12,   1942,  he  entered  the  United 
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States  Army,  from  which  he  was  not  discharged 
until  January  6,  1946.  On  December  31,  1942,  he 
was  twenty-five  years  old. 

3.  Harriet  Harkness  Colgate  remained  at  school 
until  June,  1942.  Previous  to  that  time  she  had 
performed  occasional  services  of  a  clerical  nature 
in  said  business  during  school  vacations.  In  Au- 
gust, 1942,  she  was  married  to  William  H.  Colgate, 
Jr.,  who  was  at  that  time  serving  in  the  United 
States  Armed  Forces,  where  he  remained  until  1944, 
at  which  time  he  received  a  medical  discharge. 
Previous  to  his  marriage  to  Harriet  Harkness  he 
had  no  connection  of  any  kind  with  the  United 
Packing  Co. 

During  the  year  1943  no  services  for  the  United 
Packing  Co.  were  performed  by  Harriet  Harkness 
Colgate  nor  by  her  husband.  Nor  did  Harriet 
Harkness  Colgate  perform  any  services  after  1943, 
although  after  his  army  discharge  in  September, 
1944,  William  H.  Colgate,  Jr.,  devoted  his  full  time 
and  services  to  date  to  the  business. 

4.  On  December  31,  1942,  an  agreement  entitled 
^'Articles  of  Partnership"  was  executed  by  Floyd 
J.  Harkness,  Molly  A.  Harkness,  Floyd  J.  Hark- 
ness, Jr.,  and  Harriet  Harkness  Colgate,  a  true  and 
correct  copy  of  which  is  attached  to  the  petitions 
in  these  proceedings  and  marked  Exhibit  ^^B." 

A  financial  statement  of  United  Packing  Co.  at 
January  1,  1943,  showing  the  assets  and  liabilities 
of  United  Packing  Co.  as  of  January  1,  1943,  is 
attached  to   Exhibit  ''B"  in  said  proceedings  as 
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Exhibit  *^A''  thereof.  The  net  worth  or  capital  of 
said  United  Packing  Co.  on  January  1,  1943,  was 
$138,241.61,  and  was  the  community  property  of 
Floyd  J.  and  Molly  A.  Harkness  at  the  time  of  the 
execution  of  said  agreement  marked  Exhibit  ''B" 
attached  to  the  petition  filed  in  these  proceedings. 
The  assets  of  United  Packing  Co.  did  not  consti- 
tute all  of  the  assets  of  Floyd  J.  Harkness  and  his 
wife,  there  being  two  ranches  which  were  excellent 
producers.  These  interests  were  individually  re- 
tained by  Floyd  J.  Harkness  and  his  wife,  Molly  A. 
Harkness. 

5.  As  provided  in  the  agreement  of  December 
31,  1942  (Exhibit  '^B''  filed  in  these  proceedings), 
Floyd  J.  Harkness,  Jr.,  and  Harriet  Harkness  Col- 
gate each  executed  notes  payable  to  their  father, 
Floyd  J.  Harkness,  Sr.,  which  note  in  the  case  of 
Harriet  Harkness  Colgate  was  also  executed  and 
signed  by  William  H.  Colgate,  Jr.,  the  same  being 
executed  pursuant  to  the  terms  of  said  agreement. 
The  notes  were  payable  as  provided  in  said  part- 
nership agreement.  The  note  of  Harriet  Harkness 
Colgate  and  William  H.  Colgate,  Jr.,  was  for 
$34,560.40.  The  note  of  Floyd  J.  Harkness,  Jr.,  was 
for  $33,168.35.  The  sum  of  $1,392.05,  the  difference 
betw^een  the  two  notes,  is  due  to  the  credit  standing 
on  the  books  of  United  Packing  Co.  in  favor  of 
Floyd  J.  Harkness,  Jr.,  consisting  of  the  balance  of 
bonuses  and  salaries  to  which  he  was  entitled  for 
work  previously  performed  for  United  Packing  Co. 
A  statement  from  the  books  of  United  Packing  Co. 
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showing  the  payment  of  the  notes  is  hereto  attached 
as  Exhibit  1-A. 

6.  Under  date  of  January  4,  1943,  a  supplement 
to  the  agreement  of  December  31, 1942,  was  executed, 
a  copy  of  which  is  attached  to  the  petition  in  these 
proceedings  and  marked  Exhibit  "C^^  therein. 

7.  On  January  16,  1945,  a  supplemental  agree- 
ment was  entered  into  by  and  betw^een  Floyd  J. 
Harkness,  as  first  party,  Molly  A.  Harkness,  as 
second  party,  Floyd  James  Harkness,  Jr.,  as  third 
party,  Harriet  Harkness  Colgate,  as  fourth  party, 
and  William  H.  Colgate,  Jr.,  as  fifth  party,  a  copy 
of  which  agreement  is  hereto  attached  marked  Ex- 
hibit 2-B  and  made  a  part  hereof. 

8.  The  volume  of  business  handled  by  United 
Packig  Co.  and  its  predecessors  in  interest  for  the 
years  1937  to  1947,  inclusive,  in  tonnage  and  dollar 
amount  was  as  follows : 

Year  Fruit  Tonnage  Shipped  Gross  Proceeds 

1937 9,435  $   415,016.70 

1938 11,118  429,385.19 

1939 15,266  547,176.48 

1940 15,878  654,929.86 

1941 15,453  808,627.12 

1942 16,643  1,468,119.64 

1943 15,113  2,572,905.53 

1944 19,295  2,689,642.17 

1945 16,575  2,365,742.51 

1946 17,595  2,701,119.28 

1947 24,718  2,578,967.40 

The  net  income  of  the  business  of  United  Pack- 
ing Co.  and  its  predecessors  in  interest  for  the 
years  1937  to  1947,  inclusive,  was  as  follows: 
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1937 $    7,327.78 

1938 15,551.51 

1939 20,734.58 

1940 29,470.38 

1941 22,499.94 

1942 141,790.95 

1943 361,582.00 

1944 321,765.79 

1945 286,652.94 

1946 234,939.00 

1947 250,468.98 

9.  Compensation  allocated  to  Floyd  J.  Harkness, 
Floyd  J.  Harkness,  Jr.,  and  William  H.  Colgate  for 
the  years  1943  to  1947,  inclusive,  was  as  follows: 

1943  1944  1945  1946  1947 

F.  J.  Harkness....$75,000.00  $75,000.00  $75,000.00  $75,000.00  $75,000.00 

Floyd  J. 

Harkness,  Jr 57,984.75    53,635.13 

Wm.  H.  Colgate  450.00      5,375.00    46,554.79    35,928.45 

No  compensation  was  paid  to  Molly  A.  Harkness 
or  Harriet  Harkness  Colgate  during  said  years. 

10.  Net  profits,  other  than  the  salaries  shown 
above,  which  were  allocated  to  Floyd  J.  Harkness, 
Molly  A.  Harkness,  Floyd  J.  Harkness,  Jr.,  Harriet 
Harkness  Colgate  and  William  H.  Colgate,  Jr.,  on 
the  books  of  United  Packing  Co.  for  the  years  1943 
to  1947,  inclusive,  was  as  follows : 

1943  1944  1945  1946  1947 

F.  J.  Harkness-...$71,645.50  $61,578.94  $51,569.48  $13,849.86  $21,476.35 
Molly  A. 
Harkness  71,645.50    61,578.95    51,569.48    13,849.86    21,476.35 

Floyd  J. 

Harkness,  Jr...  71,645.50  61,578.95  51,569.48  13,849.87  21,476.35 
H'arriet  H^arkness 

Colgate    35,822.75    30,789.47    25,784.74      6,924.93    10,738.17 

Wm.  H.  Colgate  35,822.75    30,789.47    25,784.75      6,924.93    10,738.18 
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11.  On  February  8,  1943,  a  50%  interest  in  a  300- 
acre  vineyard  and  orchard  was  acquired  by  Floyd 
J.  Harkness,  Molly  A.  Harkness,  Floyd  J.  Harkness, 
Jr.,  Harriet  Harkness  Colgate  and  William  H.  Col- 
gate. The  remaining  50%  interest  was  acquired  by 
Chris  A.  Sorensen,  who  was  an  employee  of  United 
Packing  Co.  All  funds  for  the  purchase  of  the 
vineyard  were  supplied  by  United  Packing  Co.  and 
the  amount  loaned  to  Chris  A.  Sorensen  was  repaid 
to  United  Packing  Co.  by  him.  The  50%  interest 
so  acquired  by  Floyd  J.  Harkness,  Molly  A.  Hark- 
ness, Floyd  J.  Harkness,  Jr.,  Harriet  Harkness  Col- 
gate and  William  H.  Colgate  was  included  as  an 
asset  of  United  Packing  Co.  and  subsequent  income 
therefrom  was  included  in  its  net  income.  A  copy 
of  the  deed  and  bill  of  sale  showing  said  acquisition 
is  hereto  atta<ihed  marked  Exhibit  7-G. 

12.  In  1945,  Sorensen  discontinued  his  connec- 
tion with  United  Packing  Co.  and  sold  his  one-half 
interest  in  the  300-acre  ranch  to  Floyd  J.  Harkness, 
Molly  A.  Harkness,  Floyd  J.  Harkness,  Jr.,  Harriet 
Harkness  Colgate,  William  H.  Colgate,  Earl  D. 
Harkness  and  Gladys  M.  Harkness,  a  copy  of  which 
agreement  is  hereto  attached,  marked  Exhibit  3-C. 
An  analysis  of  Chris  A.  Sorensen 's  income  from  the 
ranch  above  mentioned,  as  shown  on  the  books  of 
United  Packing  Co.  is  attached  hereto  marked  Ex- 
hibit 4-D. 

13.  There  is  attached  hereto  marked  Exhibit 
5-E  a  Schedule  which  shows  the  participation  over 
a  period  of  time  of  persons  employed  by  United 
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Packing  Co.  and  its  predecessors  in  interest  in  a 
managerial  capacity  from  1937  to  1947,  inclusive, 
other  than  said  partners  of  United  Packing  Co. 

14.  The  capital  accounts  of  Floyd  J.  Harkness, 
Molly  A.  Harkness,  Floyd  J.  Harkness,  Jr.,  Har- 
riet Harkness  Colgate  and  William  H.  Colgate,  Jr., 
as  shown  by  the  books  of  United  Packing  Co.  for 
the  years  1943  to  1947,  inclusive,  attached  hereto 
marked  Exhibit  6-F. 

15.  Under  date  of  January  11,  1946,  a  supple- 
ment to  the  agreement  of  December  31,  1942,  was 
executed,  a  copy  of  which  is  hereto  attached  marked 
Exhibit  8-H. 

16.  Under  date  of  January  24,  1947,  a  supple- 
ment to  the  agreement  of  December  31,  1942,  was 
executed,  a  copy  of  which  is  hereto  attached  marked 
Exhibit  9-1. 

Dated:  January  7th,  1949. 

/s/  PHILIP  S.  EHRLICH, 

/s/  ALBERT  A.  AXELROD, 

/s/  LeROY  H.  GUNTHER, 
Counsel  for  Petitioner. 

/s/  CHARLES  OLIPHANT, 
Chief  Counsel, 

Bureau    of    Internal    Revenue,    Counsel    for    Re- 
spondent. 
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Of  Counsel : 

B.  H.  NEBLETT, 

Division  Counsel. 

T.  M.  MATHER, 

Special  Attorney,  Bureau 
Of  Internal  Revenue. 

Exhibit  1-A 
United  Packing  Co. 

1/  2/43     Note  Principal  $34,560.40 

4%  Interest 1,382.42 

12/31/43     Repaid  (Harriet  H.  Colgate)  $35,942.82 

(WiUiamH.  Colgate,  Jr.) 

1/  2/43    Note  Principal  33,168.35 

4%  Interest  1,326.73 

12/31/43     Repaid  (F.  J.  Harkness,  Jr.)  $34,495.08 

EXHIBIT  2-B 

This  Supplemental  Agreement,  made  and  entered 
into  this  16th  day  of  January,  1945,  by  and  between 
Floyd  J.  Harkness,  first  party ;  Molly  A.  Harkness, 
second  party;  Floyd  James  Harkness,  Jr.,  third 
party ;  Harriet  Harkness  Colgate,  fourth  party,  and 
William  H.  Colgate,  Jr.,  fifth  party. 

Witnesseth : 
That  Whereas,  the  first  four  parties  hereinabove 
mentioned  did  on  the  31st  day  of  December,  1942, 
enter  into  Articles  of  Co-partnership  under  the  firm 
name  and  style  of  '* United  Packing  Co.," 
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And  Whereas,  the  said  Articles  of  Co-partnership 
provided  among  other  things  that  the  third  and 
fourth  parties  hereinabove  named  were  each  to  exe- 
cute in  favor  of  first  party  a  promissory  note  in 
the  sum  of  $34,560.40,  payable  in  the  manner  as 
therein  set  forth  to  first  party,  and  which  said  sum 
was  the  purchase  price  for  their  undivided  one- 
fourth  interest  in  and  to  all  of  the  assets  of  said 
co-partnership  ; 

And  it  is  now  understood  and  agreed  that  the 
said  third  and  fourth  parties  herein  named  have 
paid  off  the  said  promissory  notes  and  all  obliga- 
tions which  they  are  owing  to  first  and  second  par- 
ties so  that  they  are  now  each  the  owner  of  an  un- 
divided one-fourth  interest  in  all  of  the  assets  of 
the  said  co-partnership  without  any  indebtedness 
being  attached  thereto. 

It  is  further  understood  and  agreed  that  at  the 
time  of  the  execution  of  the  said  original  partner- 
ship agreement,  to  wit,  December  31,  1942,  fifth 
party,  namely,  William  H.  Colgate,  Jr.,  was  the 
husband  of  fourth  party  herein,  namely,  Harriet 
Harkness  Colgate,  and  was  in  the  service  of  the 
armed  forces  of  the  United  States  government ;  and 
that  he  has  now  completed  said  service;  and  it  is 
now  agreed  that  the  said  William  H.  Colgate,  Jr., 
shall  become  a  co-partner  in  the  said  co-partner- 
ship as  a  participant  in  his  wife,  Harriet  Hark- 
ness Colgate's  one-fourth  share  of  the  partnership 
profits;  and  that  until  such  time  as  the  said  third 
party,  Floyd  James  Harkness,  Jr.,  who  is  now 
serving  in  the  United  States  armed  forces,  shall  be 
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discharged  therefrom,  and  shall  become  an  active 
co-partner  in  the  said  business,  that  the  said  fifth 
party  herein  shall  work  for  said  co-partnership  as 
a  field  man  and  shall  receive  for  such  services  a 
regular  field  man's  salary;  and  that  this  arrange- 
ment shall  continue  in  full  force  and  effect  until 
the  said  third  party,  namely,  Floyd  James  Hark- 
ness,  Jr.,  shall  return  to  active  participation  as  a 
co-partner. 

It  is  further  understood  and  agreed  that  the  said 
original  co-partnership  agreement  dated  December 
31,  1942,  between  the  first  four  parties  herein 
named,  provides  that  the  said  first  party  as  general 
manager  and  any  one  of  the  co-partners  acting  to- 
gether with  the  said  first  party  should  have  the 
right  to  bind  the  said  co-partnership  in  such  man- 
ner or  form  as  they  may  deem  necessary  in  order 
to  carry  out  the  business  of  said  co-partnership; 
and  that  said  provision  is  hereby  amended  so  that 
it  shall  now  become  necessary  that  first  party  as 
general  manager  and  any  two  of  the  other  co-part- 
ners acting  together  with  said  general  manager 
shall  have  the  right  to  so  bind  the  said  co-partner- 
ship. 

It  is  further  understood  and  agreed  that  the  said 
original  co-partnership  agreement  entered  into  be- 
tween the  first  four  parties  hereto  on  December  31, 
1942,  contain  a  provision  that  in  the  event  of  any 
misunderstanding  between  the  co-partners  concern- 
ing the  matter  of  conducting  and  carrying  on  of 
said  business,  that  the  decision  of  the  general  man- 
ager  and   one   other  partner  shall   determine   any 
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question  which  may  arise  between  the  said  co- 
partners; and  it  is  now  agreed  that  the  said  pro- 
vision shall  be  amended  so  that  in  the  event  of  any- 
misunderstanding  between  the  co-partners  concern- 
ing the  matter  of  conducting  and  carrying  on  of 
said  business,  that  the  decision  of  the  general  man- 
ager and  any  two  other  partners  shall  determine 
any  such  question,  and  their  decision  shall  be  bind- 
ing upon  the  remaining  co-partners,  excepting  that 
any  one  or  more  of  the  co-partners  who  shall  be 
dissatisfied  with  such  decision  shall  still  have  the 
right  as  given  them  by  the  laws  of  the  State  of 
California  to  bring  proceedings  in  court  for  the 
purpose  of  obtaining  relief  as  they  are  entitled  to 
under  the  terms  of  the  said  co-partnership;  the 
same  as  was  provided  in  said  original  co-partner- 
ship agreement. 

It  is  imderstood  and  agreed  by  and  between  the 
parties  hereto  that  the  said  original  Articles  of 
Co-partnership  dated  December  31,  1942,  shall  re- 
main in  full  force  and  effect  except  as  herein  modi- 
fied by  the  Supplemental  Agreement  entered  into 
on  the  4th  day  of  January,  1943,  by  the  first  four 
parties,  hereto,  and  except  as  herein  modified  by 
this  Supplemental  AgTeement. 

In  Witness  Whereof,  the  parties  hereto  have 
hereunto  set  their  hands  and  signatures  the  day  and 
year  in  this  agreement  first  above  written. 

FLOYD  J.  HARKNESS, 

First  Party. 
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MOLLY  A.  HARKNESS, 

Second  Party. 

FLOYD  JAMES  HARKNESS, 
JR., 

Third  Party. 

HARRIET  HARKNESS 
COLGATE, 

Fourth  Party. 

WILLIAM  H.  COLGATE,  JR., 
Fifth  Party. 

EXHIBIT  3-C 

This  Agreement,  made  and  entered  into  this  16th 
day  of  January,  1945,  by  and  between  Chris  A. 
Sorensen  and  Katherine  Sorensen,  his  wife,  of  the 
County  of  Fresno,  State  of  California,  parties  of 
the  first  part,  and  Floyd  J.  Harkness,  Molly  A. 
Harkness,  his  wife;  Harriet  Harkness  Colgate  and 
William  H.  Colgate,  Jr.,  her  husband,  and  Floyd  J. 
Harkness,  Jr.,  nad  Earl  D.  Harkness  and  Gladys 
M.  Harkness,  his  wife,  all  of  the  same  County  and 
State,  parties  of  the  second  part  : 

Witnesseth : 
That  said  first  parties,  for  and  in  consideration 
of  the  payments,  covenants  and  agreements  on  the 
part  of  the  second  parties  hereinafter  contained,  to 
be  by  second  parties  paid,  kept  and  performed,  do 
hereby  agree  to  sell  and  convey  unto  second  par- 
ties and  second  parties  agree  to  buy,  all  those  cer- 
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tain  lots,  pieces  or  parcels  of  land  situate,  lying 
and  being  in  the  County  of  Fresno,  State  of  Cali- 
fornia and  described  as  follows,  to  wit: 

An  undivided  one-half  interest  in  and  to  the  fol- 
lowing described  real  and  personal  property: 

Parcel  I: 

All  that  portion  of  Section  5,  Township  15  South, 
Eange  23  East,  M.D.B.  &  M.,  according  to  the 
United  States  Government  Township  Plats,  de- 
scribed as  follows: 

Commencing  at  a  point  on  the  West  line  of  said 
Section  which  is  316.5  feet  southerly  from  the 
northwest  corner  of  said  Section  5;  thence  South 
10°  56'  East  99.8  feet  to  the  center  line  of  Cameron 
Slough;  thence  following  the  center  line  of  Cam- 
eron Slough,  as  follows,  to  wit:  South  39°  33'  East 
90  feet,  South  29°  36'  East  300  feet;  South  41°  40' 
East  300  feet.  South  63°  19'  East  290  feet;  North 
83°  45'  East  160  feet,  South  49°  15'  East  200  feet; 
South  25°  52'  East  300  feet,  South  16°  43'  East  260 
feet;  South  13°  23'  West  245  feet.  South  37°  57' 
East  500  feet;  South  59°  43'  East  130  feet,  South 
15°  28'  East  300  feet;  and  South  7°  24'  East  490 
feet  to  the  center  line  of  Kings  Eiver ;  thence  South 
7°  24'  East  to  the  intersection  with  the  Government 
Meander  Line,  the  same  being  the  South  boundary 
of  Lot  10  of  said  Section  5,  according  to  the  Gov- 
ernment Survey ;  thence  westerly  following  the  said 
Government  Meander  Line  to  the  West  line  of  said 
Section  5;  thence  northerly  along  the  West  line  of 
said  Section  5,  to  the  point  of  commencement. 
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Parcel  II: 

Commencing  at  the  northeast  corner  of  Section  6, 
Township  15  South,  Range  23  East,  Mount  Diablo 
Base  and  Meridian,  according  to  the  United  States 
Government  Surveys,  and  running  thence  South 
200  rods,  to  the  center  of  Kings  River ;  thence  west- 
erly up  and  along  said  center  of  said  river  to  a 
point  where  said  center  of  said  river  intersects  with 
the  center  of  North  and  South  center  line  of  said 
Section  6 ;  thence  North  10  chains,  more  or  less,  to 
the  United  States  Segregation  line  North  of  said 
river;  thence  northwesterly  along  said  Segregation 
Line  to  the  southwest  corner  of  Lot  2  of  said  Sec- 
tion 6 ;  thence  North  20  chains,  more  or  less,  to  the 
northwest  corner  of  said  Lot  2;  and  thence  East 
along  the  North  line  of  said  Section  60  chains  to 
the  place  of  beginning. 

Also,  that  part  of  the  South  half  of  the  northwest 
quarter  of  Section  6,  Township  15  South,  Range  23 
East,  M.  D.  B.  &  M.  lying  North  of  Kings  River 
and  South  of  the  United  States  Segregation  Line 
on  the  North  side  of  Kings  River ;  Excepting  from 
the  above  land  the  following:  Commencing  at  the 
northeast  corner  of  Lot  2  (United  States  Govern- 
ment Survey  and  Plat),  being  also  the  one-quarter 
section  corner  on  the  North  line  of  Section  6,  Town- 
ship 15  South,  Range  23  East,  Mount  Diablo  Base 
and  Meridian;  thence  South  along  the  half  section 
line  through  said  Section  6,  2251.8  feet;  thence 
North  47°  49'  West,  888.00  feet ;  thence  North  75°  37' 
West,  691  feet;  thence  North  5°  46'  West  86.50  feet; 
thence  East  16.00  feet  to  the  southwest  corner  of 
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said  Lot  2 ;  thence  North  along  the  West  line  of  said 
Lot  2,  1419.10  feet  to  the  northwest  corner  of  said 
Lot  2 ;  thence  South  89°  7'  East  along  the  North  line 
of  said  Lot  2,  being  also  the  North  line  of  said  Sec- 
tion 6,  1320  feet  to  the  point  of  commencement. 

Together  ^Yith  any  and  all  Riparian  Water  rights 
of  the  Kings  Eiver,  which  now  are  attached  and 
belong  to  the  above  described  real  property. 

Together  with  any  and  all  rights  of  way  for  roads 
running  from  the  northwest  corner  of  grantors' 
property  to  Malaga  Avenue  w^hich  have  heretofore 
been  established  by  usage,  agreements  or  deeds,  and 
also  any  and  all  rights  of  way  for  telephone  lines 
and  power  lines  used  in  connection  with  the  above 
described  real  property. 

Together  with  the  following  described  personal 
property : 

Two  mules  and  harness 

Two  horses  and  their  harness 

One  Ford  tractor 

One  disc  and  sulphur  duster 

One  Case  tractor 

Two  lOHP  motors  and  two  5  inch  pumps 

One  Goble  disc 

One  Case  plow 

One  unitiller 

One  Tractor  spring  harrow 

One  Bean  spray  machine 

Three  vineyard  trucks 

One  1000  gallon  Butane  tank 

One  Chevrolet  truck 

One  1937  Ford  truck 
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One  1939  Ford  truck 

One  tractor  disc 

Three-fourths  mile  telephone  line 

Power  line 

One  new  tractor  brush  rake 

Two  550  gallon  gas  storage  tanks  with  two  pumps 

One  1500  gallon  gas  storage  tank 

Together  with  horse  tools  and  other  implements 
consisting  of  one  mower,  plows,  cultivators,  rake 
and  steel-wheel  truck. 

together  with  any  and  all  other  farm  tools  and 
equipment  now  located  and  used  upon  the  above 
described  real  property. 

It  being  understood  and  agreed  that  it  is  the  in- 
tention of  the  said  first  parties  to  sell  all  of  their 
right,  title  and  interest  in  and  to  all  of  the  personal 
property  which  the  parties  hereto  obtained  under  a 
Bill  of  Sale  from  Shoichi  Haranga  dated  January 
16th,  1943. 

Together  with  any  and  all  other  personal  property 
which  may  have  been  placed  on  said  premises  to 
replace  any  of  said  personal  property  described  in 
said  Bill  of  Sale. 

All  of  the  above  real  and  personal  property  for  the 
sum  of  $75,000.00,  which  said  sum  shall  be  paid  as 
follows:  $25,000.00  in  cash  upon  the  execution  and 
delivery  of  this  contract,  receipt  whereof  is  hereby 
duly  acknowledged  and  the  ])alance  of  said  purchase 
price,  to-wit,  $50,000.00,  together  with  interest  there- 
on at  the  rate  of  1^2%  per  annum  from  date  hereof, 
shall  be  paid  by  the  said  second  parties  pa>ing  to 
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first  parties  20%  of  the  gross  income  received  from 
all  of  the  crops  produced  on  said  premises  the  first 
payment  thereof  to  be  made  by  January  5,  1946,  and 
thereafter  the  said  pa^Tnent  shall  be  made  on  Janu- 
ary 5th  of  each  and  every  year  until  the  said  pur- 
chase price  and  interest  shall  have  been  paid  in  full ; 
it  is  however  understood  and  agreed  that  said 
second  parties  shall  have  the  right  to  pay  the  unpaid 
balance  of  principal  and  interest  at  any  time  they 
may  desire  and  should  the  entire  balance  be  paid 
before  January  16th,  1946,  then  first  parties  will 
waive  the  payment  of  any  interest,  and  second  par- 
ties will  then  pay  any  and  all  expenses  in  connection 
with  the  execution  of  the  deed,  continuation  of  cer- 
tificate of  title  and  all  legal  expenses. 

It  is  understood  and  agreed  that  all  buildings, 
structures  and  improvements  on  said  premises  or 
any  which  may  hereafter  be  placed  thereon,  shall 
become  appurtenant  to  the  land  and  none  thereof 
shall  be  removed  without  first  parties  written  con- 
sent. 

It  is  understood  and  agreed  that  said  second 
parties  shall  from  this  date  on  be  entitled  to  the 
possession  and  occupancy  of  said  premises  and  to 
any  and  all  crops  which  from  this  date  on  may  be 
produced  on  said  premises  and  it  is  further  under- 
stood and  agreed  that  said  second  parties  will  farm 
the  said  premises  in  a  good  and  farmerlike  manner 
and  according  to  the  usual  good  farming  practices 
in  that  neighborhood. 

It  is  understood  and  agreed  that  the  taxes  on  said 
premises,  including  the  second  installment  of  1944- 
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45  State,  County  and  School  ta:xes  have  been  paid 
and  the  water  taxes  for  1945  have  been  paid  and 
that  the  same  shall  not  be  prorated  and  thereafter 
second  parties  shall  pay  all  taxes  and  assessments 
levied  on  the  above  described  property. 

It  is  understood  and  agreed  that  this  agreement 
includes  the  transferring  of  all  of  first  parties  right, 
title  and  interest  in  the  title  to  500  shares  in  the 
Muscat  Cooperative  Winery  located  between  Kings- 
burg  and  Selma  and  from  this  date  on  said  shares 
of  stock  shall  become  the  sole  and  separate  property 
of  second  parties,  provided  however  that  second 
parties  will,  on  this  date  assign  to  said  first  parties 
50%  of  all  payments  to  be  made  on  account  of  de- 
livery of  grapes  from  the  above  described  premises 
during  the  years  1943  and  1944  to  said  winery. 

It  is  also  understood  and  agreed  that  some  of  the 
grapes  produced  on  said  premises  have  been  de- 
livered to  the  Sanger  Winery  Association  and  that 
as  the  payments  are  made  by  the  Sanger  Winery 
Association  to  second  parties  the  same  will  be  di- 
vided promptly  and  a  check  mailed  to  first  parties 
for  their  one-half  interest  therein  and  that  the 
money  w^hich  either  party  hereto  may  collect  from 
Young  Yoon  on  account  of  crops  which  have  been 
sold  to  him  by  the  parties  hereto  during  tlie  year 
1944,  from  the  above  described  premises,  sliall  ])e 
equally  divided  between  the  parties  hereto  and  one- 
half  thereof  shall  be  remitted  by  the  ])arty  collecting 
the  same  to  the  other  party  upon  receipt  tliereof; 
it  being  understood  and  agreed  that  second  parties 
will  give  to  first  parties  a  statement  for  the  tomiage 
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delivered  to  the  Muscat  Cooperative  Winery  and  the 
Sanger  Winery  Association  upon  the  execution  of 
this  agreement. 

It  is  understood  and  agreed  that  first  parties 
hereto  and  some  of  second  parties  have  been  jointly 
operating  the  above  described  real  property  since 
the  purchase  of  the  same,  and  that  there  is  now  in 
the  partnership  fund  the  sum  of  $15,000.00  in  cash 
and  that  there  shall  be  deducted  out  of  this  fund 
all  of  the  expenses  which  have  been  incurred  in 
operating  the  above  described  premises  up  to  and 
including  January  16th,  1945,  and  then  the  balance 
thereof  shall  be  equally  divided  between  the  parties 
hereto  as  well  as  any  additional  income  which  has 
been  received  to  date  hereof. 

It  is  also  understood  and  agreed  that  any  expenses 
commencing  Avith  January  17,  1945,  shall  be  paid 
for  by  the  said  second  parties  and  should  any 
further  bills  turn  up  for  the  operating  of  said  ranch 
properties  which  are  not  now  known  in  connection 
with  the  operation  of  said  premises,  then  the  same 
shall  be  paid  for  by  second  parties,  save  and  except 
that  when  the  parties  hereto  receive  from  their 
insurance  carrier  a  statement  covering  the  labor 
compensation  insurance  on  said  ranch  up  to  Janu- 
ary 17th,  1945,  that  then  one-half  thereof  shall  he 
paid  by  first  parties  to  second  parties. 

It  is  understood  and  agreed  that  in  the  event 
second  parties,  during  the  term  of  this  contract, 
decide  to  dispose  of  said  premises,  that  then  first 
parties  shall  execute  and  deliver  a  deed  to  all  of 
their  right,  title  and  interest  in  and  to  the  above 
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described  property  and  shall  then  be  entitled  to 
receive  a  promissory  note  for  the  balance  of  the 
unpaid  purchase  price  for  the  real  and  personal 
property  and  said  note  or  notes  shall  be  secured  by 
a  first  trust  deed  on  the  above  described  premises, 
and  it  is  agreed  that  first  parties  shall  not  convey 
title  to  their  one-half  interest  in  said  property  to 
any  other  person  or  persons,  excepting  second 
parties  or  second  parties  assigns,  without  the  writ- 
ten consent  of  said  second  parties. 

It  is  understood  and  agreed  that  when  said  second 
parties  shall  have  i)aid  the  said  $75,000.00  together 
with  interest  thereon,  the  purchase  price  of  the  real 
and  personal  property,  and  any  and  all  other  sums 
which  may  be  owing  first  parties  under  the  terms 
of  this  contract,  and  when  second  parties  shall  have 
otherwise  complied  with  all  of  the  terms  and  condi- 
tions on  their  part  to  be  kept  and  complied  with, 
then  first  parties,  or  their  heirs  or  assigns  will 
execute  and  deliver  to  second  parties  or  to  their 
heirs  or  assigns,  a  good  and  sufficient  deed  of  Grant, 
Bargain  and  Sale,  conveying  the  said  premises  to 
the  second  parties  free  and  clear  of  any  and  all  en- 
cumbrances made,  done  or  suffered  by  first  parties, 
and  it  is  understood  and  agreed  that  first  parties 
will  execute  and  deliver  to  second  parties  a  Bill  of 
Sale  to  all  of  the  above  described  personal  property, 
conveying  first  parties  undivided  one-half  interest 
therein  to  second  parties.  First  parties  further 
agree  that  they  will,  at  the  time  of  the  delivery  of 
said  deed  to  second  parties,  continue  to  date  of  said 
deed,  a  certificate  of  title  to  said  premises  showin^j: 


50  Molly  A,  Harkness  vs. 

said  premises  to  be  free  and  clear  of  any  and  all 
encumbrances  made,  done  or  suffered  by  first  parties, 
excepting  any  and  all  reservations  and  rights  of 
way  which  were  of  record  on  February  24th,  1943, 
the  date  of  the  title  insurance  issued  by  the  Title 
Insurance  and  Guaranty  Company  on  that  date  to 
the  parties  hereto,  and  the  said  certificate  of  title 
shall  then  become  the  property  of  second  parties. 

It  is  understood  and  agreed  by  and  between  the 
parties  hereto  that  in  the  event  that  said  second 
parties  should  fail,  neglect  or  refuse  to  keep  or  com- 
ply with  any  of  the  terms  of  this  contract  on  their 
part  to  be  kept  and  complied  with,  then  first  parties 
may  at  their  option,  consider  this  contract  termi- 
nated and  at  an  end  and  shall  cancel  said  contract 
and  that  they  shall  from  said  date  on  become  the 
owners  of  the  undivided  one-half  interest  in  said 
property,  which  they  are,  under  this  contract,  selling 
to  the  said  -second  parties,  and  second  parties  shall, 
at  the  option  of  first  parties,  forfeit  all  of  their 
rights  to  the  undivided  one-half  interest  which  the 
said  first  parties  are  by  this  agreement  selling  to  sec- 
ond parties,  and  all  money  which  second  parties  have 
heretofore  paid  under  the  terms  of  this  contract 
shall  be  kept  and  retained  by  first  parties  and  shall 
be  deemed  as  a  reasonable  rental  for  the  use  and 
occupancy  of  said  premises  up  to  the  time  of  such 
default,  and  first  parties  shall  thereupon  be  released 
from  all  obligations  in  law  or  in  equity  to  convey 
their  one-half  interest  in  said  premises  to  second 
parties  or  to  their  heirs  or  assigns. 

It  is  further  understood  and  agreed  by  and  be- 
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tween  the  parties  hereto  that  from  this  date  on 
second  parties  shall  be  responsible  for  any  and  all 
debts  or  claims  arising  out  of  the  farming  opera- 
tions on  said  premises  and  the  harvesting  of  said 
crops  and  any  and  all  other  operations  of  any  and 
all  kinds  whatsoever  which  may  arise  out  of  the 
operating  of  said  ranch  properties. 

In  the  event  of  suit  on  this  contract  for  noncom- 
pliance with  the  terms  hereof  by  either  party  Fhe 
court  having  jurisdiction  shall  allow  the  successful 
party  a  reasonable  attorney  fee  in  such  suit,  to  be 
made  a  part  of  the  judgment  therein. 

It  is  understood  and  agreed  that  the  stipulations 
aforesaid  are  to  apply  to  and  bind  the  heirs,  execu- 
tors, administrators  and  assigns  of  the  respective 
parties  hereto  and  that  time  is  of  the  essence  of  this 
contract. 

In  Witness  Whereof,  the  parties  hereto  have  here- 
unto signed  their  names  and  executed  these  presents 
in  triplicate  the  day  and  year  first  above  written. 

/s/  CHRIS  A.  SORENSEN, 

/s/  KATHERINE  SORENSEN, 
First  Parties. 

/s/  FLOYD  J.  HARKNESS, 

/s/  MOLLY  A.  HARKNESS, 

/s/  HARRIET  HARKNESS 
COLGATE, 

/s/  WILLIAM  H.  COLGATE,. 
JR. 
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/s/  FLOYD  JAMES 

HARKNESS,  JR., 

By  /s/  FLOYD  J.  HARKNESS, 
His  Attorney  in  Fact. 

/s/  EARL  D.  HARKNESS, 

/s/  GLADYS  M.  HARKNESS, 
Second  Parties. 

(All  signatures  acknowledged  January  17, 
1945,  before  Julius  Hansen,  a  Notary  Public 
in  and  for  the  County  of  Fresno,  State  of  Cali- 
fornia.) 

EXHIBIT  4-D 

Analysis  C.  A.  Sorensen  Income  From  River  Ranch 

1943  50%  share $60,309.92 

1944  50%  share 33,412.48 

1945  50%  share  co-op  pavments  crops 

delivered  1943-1944 34,013.47 

1946  50%  share  co-op  pavments  crops 

delivered  1943-1944 16,574.39 


$144,310.26 


Book  value— River  Ranch  as  of  1/1/45 $64,290.59 

50% 


C.  A.  Sorensen— 50%  share 32,145.30 

C.  A.  Sorensen  sold  his  50%  share  to  United  Pkg.  Co.  for 74,500.00 


C.  A.  Sorensen  made  capital  gain  on  transaction  of 42,354.70 

******* 
Deliveries  From  River  Ranch  to  Co-Op  Wineries : 

1944— Sanger  Winery  731,000  lbs. 

1943— Sanger  Winerv  750,420  lbs. 

1944_Muscat  Co-Op  Winery 1,022,400  lbs. 

1943— Muscat  Co-Op  Winery 494,385  lbs. 
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United  Packing  Co. 
Percentage  Deals 

C.  A.  Sorensen 
(25%  of  net) 

(Clovis-Sanger)       C.  D.  Wylie 
C.  E.  Steiger       Fruit  shipping       (50%  of  net        H.  Johnson 
(25%  of  net)      operations  only.  Arvin)  (Lodi) 

1947 

1946 

1945 

1944  38,569.17 

1943  53,283.59  11,634.63 

1942  4,275.91  23,989.03  1,933.79  (50/50) 

1941  6,131.41  4,936.51 

1940  7,977.80  Straight  Salary 

1939  5,772.17  Straight  Salary 

1938  4,722.23  Straight  Salary  661.06  (40%  of  net) 

1937  3,706.31  Did  not  work 

C.  A.  Sorensen  entered  the  shipping  business  in  1945,  for  himself  as 
a  competitor  under  his  own  name. 

E.  L.  Barr,  former  district  manager  for  United  Packing  Co.  at 
Sanger,  started  a  partnership  with  our  leading  grower  of  the  Sanger 
District  operating  under  the  name  of  Barr  &  Droge,  now  operates  as 
Barr  Packing  Co.  This  was  begun  in  1926  or  1927. 

R.  A.  Northrop 
50% 

1943 $12,508.03 

1944 16,848.20 

1945 2,375.02 

1946 13,808.52 

During  the  above  period,  R.  A.  Northrop  was  employed  by  United 
Packing  Co.  as  district  field  man  for  which  he  received  a  salary  in  addi- 
tion to  the  above  division  of  profits  derived  from  leases  of  tokay  vine- 
yards, all  of  which  were  financed  100%  by  United  Packing  Co. 
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Exhibit  7-G 

Grant  Deed 
Shoichi  Haranga,  also  known  as  S.  Haranaga, 
and  Kimiye  Haranaga,  his  wife,  in  consideration  of 
Ten  Dollars  to  them  in  hand  paid,  the  receipt  of 
which  is  hereby  acknowledged,  do  hereby  grant  to 
Chris  A.  Sorensen  and  Katherine  Sorensen,  his 
wife,  an  undivided  onehalf  interest,  and  Floyd  J. 
Harkness,  Molly  A.  Harkness,  his  wife,  Harriet 
Harkness  Colgate  and  Floyd  J.  Harkness,  Jr.,  an 
undivided  one-half  interest,  in  and  to  real  property 
situated  in  the  County  of  Fresno,  State  of  Cali- 
fornia, described  as  follows: 

Parcel  1: 

All  that  portion  of  Section  5,  Township  15  South, 
Range  23  East,  Mount  Diablo  Base  and  Meridian, 
according  to  the  United  States  Government  Town- 
ship Plats,  described  as  follows: 

Commencing  at  a  point  on  the  West  lino  of  said 
Section  which  is  316.5  feet  southerly  from  the  north- 
west corner  of  said  Section  5 ;  thence  South  10°  56' 
East  99.8  feet  to  the  center  line  of  Cameron  Slough ; 
thence  following  the  center  line  of  Cameron  Slough, 
as  follows,  to  wit :  South  39°  33'  East  90  feet.  South 
29°  36'  East  300  feet,  South  41°  40'  East  300  feet, 
South  63°  19'  East  290  feet,  North  83°  45'  East  160 
feet.  South  49°  15'  East  200  feet.  South  25°  52'  East 
300  feet,  South  16°  43'  East  260  feet.  South  13°  23' 
West  245  feet,  South  37°  57'  East  500  feet,  South 
59°  43'  East  130  feet,  South  15°  28'  East  300  feet  and 
South  7°  24'  East  490  feet  to  the  center  line  of  Kings 
River;  thence  South  7°  24'  East  to  the  intersection 
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with  the  Government  Meander  Line,  to  the  same 
being  the  South  boundary  of  Lot  10  of  said  Section 
5,  according  to  the  Government  Survey ;  thence  west- 
erly following  the  said  Government  Meander  Line 
to  the  West  Line  of  said  Section  5;  thence  Northerly 
along  the  West  line  of  said  Section  5  to  the  point 
of  commencement. 

Parcel  2 : 

Commencing  at  the  northeast  corner  of  Section  6, 
Township  15  South,  Range  23  East,  Mount  Diablo 
Base  and  Meridian,  according  to  the  United  States 
Government  Surveys,  and  running  thence  South  200 
rods,  to  the  center  of  Kings  River;  thence  westerly 
up  and  along  said  center  of  said  river  to  a  point 
where  said  center  of  said  river  intersects  with  the 
center  of  North  and  South  center  line  of  said  Sec- 
tion 6;  thence  North  10  chains,  more  or  less,  to  the 
United  States  Segregation  line  North  of  said  river ; 
thence  northwesterly  along  said  Segregation  Line 
to  the  southwest  corner  of  Lot  2  of  said  Section  6; 
thence  North  20  chains,  more  or  less,  to  the  north- 
west corner  of  said  Lot  2;  and  thence  East  along 
the  North  line  of  said  Section  60  chains  to  the  place 
of  beginning. 

Also,  that  part  of  the  South  half  of  the  north- 
west quarter  of  Section  6,  Township  15  South, 
Range  23  East,  M.D.B.&M.  lying  North  of  Kings 
River  and  South  of  the  United  States  Segregation 
Line  on  the  North  side  of  Kings  River;  Excepting 
from  the  above  land  the  following :  Commencing  at 
the  northeast  comer  of  Lot  2  (United  States  Gov- 
ernment Survey  and  Plat),  being  also  the  one-quar- 
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ter  section  corner  on  the  North  line  of  Section  6, 
Township  15  South,  Range  23  East,  Mount  Diablo 
Base  and  Meridian;  thence  South  along  the  half 
section  line  through  said  Section  6,  2251.8  feet; 
thence  North  47°  49'  West,  888.00  feet;  thence 
North  75°  37'  West,  691  feet;  thence  North  5°  46' 
West  86.50  feet ;  thence  East  16.00  feet  to  the  south- 
west corner  of  said  Lot  2;  thence  North  along  the 
West  line  of  said  Lot  2,  1419.10  feet  to  the  north- 
west corner  of  said  Lot  2 ;  thence  South  89°  7'  East 
along  the  North  line  of  said  Lot  2,  being  also  the 
North  line  of  said  Section  6,  1320  feet  to  the  point 
of  commencement. 

Together  with  any  and  all  Riparian  Water  rights 
of  the  Kings  River,  which  are  now  attached  and 
belong  to  the  above-described  real  property. 

Together  with  any  and  all  rights  of  way  for 
roads  running  from  the  northwest  corner  of  gran- 
tors' property  to  Malaga  Avenue  which  have  here- 
tofore been  established  by  usage,  agreements  or 
deeds,  and  also  any  and  all  rights  of  way  for  tele- 
phone lines  and  power  lines  used  in  connection 
with  the  above-described  real  property. 

Together  with  the  appurtenances  thereunto  be- 
longing. 

Witness,  our  hands  and  signatures  the  2nd  day  of 
February,  1943. 

SHOICHI  HARANAGA, 

S.  HARANAGA, 

Also  known  as  S.  Haranaga. 

KIMIYE  HARANAGA, 

Grantors. 
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State  of  Arizona, 
County  of  Pinal — ss. 

On  this  2nd  day  of  February,  1943,  before  me, 
Ben  T.  Tsudama,  a  Notary  Public  in  and  for  said 
County  and  State,  personally  appeared  ShoicM 
Haranaga,  also  known  as  S.  Haranaga  and  Kimi- 
ye  Haranaga,  husband  and  wife,  known  to  me  to  be 
the  persons  whose  names  are  subscribed  to  the  with- 
in Instrument,  and  acknowledged  to  me  that  they 
executed  the  same. 

Witness  my  hand  and  official  seal. 

BEN  T.  TSUDAMA, 
Notary  Public  in  and  for  said  County  and  State. 

My  commission  expires  Nov.  11,  1946. 

Bill  of  Sale 

Know  All  Men  By  These  Presents : 

That  We,  Shoichi  Haranaga,  also  known  as  S. 
Haranaga,  and  Kimiye  Haranaga,  his  wife,  formerly 
of  the  County  of  Fresno,  State  of  California,  but 
now  residing  in  the  State  of  Arizona,  parties  of 
the  first  part,  in  consideration  of  the  sum  of  Ten 
Dollars,  lawful  money  of  the  United  States  of 
America  to  them  in  hand  paid  by  Chris  A.  Soren- 
sen  and  Katherine  Sorensen,  his  wife,  and  Floyd  J. 
Harkness,  Molly  A.  Harkness,  Harriet  Harkness 
Colgate  and  Floyd  J.  Harkness,  Jr.  co-partners,  do- 
ing business  under  the  firm  name  and  style  of  United 
Packing  Co.,  a  co-partnership,  parties  of  the  second 
part,  the  receipt  whereof  is  hereby  acknowledged, 
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do  by  these  presents  sell  and  convey  unto  said  second 
parties,  their  heirs,  executors,  administrators  and 
assigns,  that  certain  personal  property  situated  in 
the  County  of  Fresno,  State  of  California,  and  de- 
scribed as  follows: 

Two  mules  and  harness 

Two  horses  and  their  harness 

One  Ford  Tractor 

One  disc  and  sulphur  duster 

One  Case  tractor 

Two  10-HP  motors  and  tw^o  5-inch  pumps 

One  Goble  disc 

One  Case  plow 

One  Unitiler 

One  tractor  spring  harrow 

One  Bean  spray  machine 

Three  vineyard  trucks 

One  1000  gallon  Butane  tank 

One  Chevrolet  truck 

One  1937  Ford  truck 

One  1939  Ford  truck 

One  tractor  disc 

Three-fourths  mile  telephone  line 

Power  line 

One  new  tractor  brush  rake 

Two  550  gallon  gas  storage  tanks  with  two  pumps 

One  1500  gallon  gas  storage  tank 

Together  with  horse  tools  and  other  implements 
consisting  of  one  mower,  plows,  cultivators  rake 
and  steel-wheel  truck.  Together  with  any  and  all 
other  farm  tools  and  equipment  belonging  to  gran- 
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tors  now  located  upon  the  real  property  which 
grantors  are  selling  to  grantees  located  in  Sections 
5  and  6  in  Township  15  South,  Range  23  East, 
M.D.B.&M. 

To  Have  and  to  Hold  the  same  unto  the  parties 
of  the  second  part,  their  heirs,  executors,  administra- 
tors and  assigns  forever. 

And  we  do  for  our  heirs,  executors  and  adminis- 
trators covenant  and  agree  with  the  parties  of  the 
second  part,  their  heirs,  executors,  administrators 
and  assigns,  to  warrant  and  defend  the  sale  of  the 
said  property,  goods  and  chattels  unto  the  parties 
of  the  second  part,  their  heirs,  executors,  adminis- 
trators and  assigns  against  all  and  every  person  and 
persons  whomsoever  lawfully  claiming  or  to  claim 
the  same. 

In  Witness  Whereof,  w^e  have  hereunto  set  our 
hands  this  16th  day  of  January,  1943. 

SHOICHI  HARANAGA, 

S.  HARANAGA, 

Also  Known  as  S.  Haranaga. 

KIMIYE  HARANAGA, 

Wife  of  Shoichi  Haranaga. 

State  of  Arizona, 
County  of  Pinal — ss. 

On  this  16th  day  of  January  in  the  year  one 
thousand  nine  hundred  and  forty-three,  before  me, 
Ben  T.  Tsudama,  a  Notary  Public  in  and  for  the 
County  of  Pinal,  State  of  Arizona,  residing  therein, 
duly  commissioned  and  sworn,  personally  appeared 
Shoichi  Haranaga,  also  known  as  S.  Haranaga,  & 
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Kimiye  Haranaga,  his  wife,  known  to  me  to  be  the 
persons  whose  names  are  subscribed  to  the  within 
instrument  and  acknowledged  to  me  that  they  exe- 
cuted the  same. 

In  Witness  Whereof  I  have  hereunto  set  my  hand 
and  affixed  my  official  seal  in  the  County  of  Pinal, 
the  day  and  year  in  this  certificate  first  above 
written. 

BEN  T.  TSUDAMA, 
Notary  Public  in  and   for  the   County   of  Pinal, 
State  of  Arizona. 

My  commission  expires  Nov.  11,  1946. 

EXHIBIT  8-H 

This  Supplemental  Agreement,  made  and  entered 
into  this  11th  day  of  January,  1946,  by  and  between 
Floyd  J.  Harkness,  first  party ;  Molly  A.  Harkness, 
second  party;  Floyd  James  Harkness  Jr.,  third 
party ;  Harriet  Harkness  Colgate,  fourth  party ;  and 
William  H.  Colgate  Jr.,  fifth  party, 

Witnesseth 

That  Whereas  the  first  four  parties  herein  above- 
mentioned  did  on  the  31st  day  of  December,  1942, 
enter  into  Articles  of  Co-partnership  under  the 
firm  name  and  style  of  ''United  Packing  Co.",  and 

Whereas  under  and  by  virtue  of  the  terms  of  a 
Supplemental  agreement  made  and  entered  into  on 
the  16th  day  of  January,  1945,  by  and  between  the 
above-named  parties,  William  H.  Colgate  Jr.  fifth 
party,  became  a  co-partner  in  the  said  co-partner- 
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ship  as  a  participant  in  his  wife  Harriet  Harkness 
Colgate 's  one-fourth  of  the  partnership  profits ;  and 
that  the  said  Supplemental  agreement  further 
provided  that  the  said  fifth  party  should  work  for 
the  said  co-partnership  as  a  field  man  and  receive 
for  such  services  a  regular  field  man's  salary  until 
the  said  third  party,  namely  Floyd  James  Harkness, 
Jr.,  shoud  return  to  active  participation  as  a  co- 
partner; and  it  is  now  understood  and  agreed  that 
the  said  third  party,  Floyd  James  Harkness  Jr. 
has  returned  to  Fresno,  California,  from  his  serv- 
ices in  the  United  States  armed  forces,  and  that  for 
the  year  1946,  the  said  fifth  party,  William  H.  Col- 
gate Jr.  is  to  receive  as  compensation  for  his  serv- 
ices for  working  for  said  co-partnership  25%  of 
the  net  profits  of  the  Clovis  and  Sanger  district 
deals;  and  25%  of  the  net  profits  from  any  other 
deals  in  which  he  is  actively  in  charge;  and  it  is 
now  understood  and  agreed  that  the  said  third  party, 
Floyd  James  Harkness  Jr.  has  returned  to  active 
participation  as  a  co-partner ;  and  that  he  is  for  the 
year  1946  hereby  appointed  as  Assistant  Manager 
of  all  operations  of  the  co-partnership;  and  that 
for  his  compensation  for  his  services  as  Assistant 
Manager  for  the  year  1946  he  is  to  receive  25%  of 
the  net  profits  of  the  said  co-partnership. 

It  is  further  understood  and  agreed  that  the  firsf 
party  is  to  continue  to  receive  for  the  year  1946  for 
his  services  as  Manager  of  the  said  United  Packing 
Co.  75%  of  the  net  income  from  the  said  co-partner- 
ship up  to  the  amount  of  $100,000.00  net  income  of 
the  said  co-partnership ;  and  that  the  parties  hereto 
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shall  after  the  payment  of  the  above-named  net 
profits  to  first,  third  and  fifth  parties  receive  their 
divisions  of  the  balance  of  the  net  income  in  accord- 
ance with  the  terms  of  the  said  original  Articles 
of  Co-partnership  and  the  modifications  thereto 
wherein  and  whereby  first  party  is  to  receive  25% 
of  such  net  income;  second  party  is  to  receive  25% 
of  said  net  income;  third  party  is  to  receive  25%  of 
said  net  income ;  and  fourth  and  fifth  parties  are  to 
receive  the  other  25%  of  said  net  income. 

It  is  understood  and  agreed  by  and  between  the 
parties  hereto  that  the  said  original  Articles  of  Co- 
partnership dated  December  31,  1942,  shall  remain 
in  full  force  and  effect  except  as  herein  modified 
by  the  Supplemental  Agreement  entered  into  on  the 
4th  day  of  January,  1943,  by  the  first  four  parties 
hereto,  and  except  as  modified  by  the  Supplemental 
Agreement  entered  into  on  the  16th  day  of  January, 
1945,  by  and  between  all  of  the  parties  hereto,  and 
except  as  herein  modified  by  this  Supplemental 
Agreement. 

In  Witness  Whereof  the  parties  hereto  have  here- 
unto set  their  hands  and  signatures  the  day  and  year 
in  this  agreement  first  above  written. 

FLOYD  J.  HARKNESS, 
First  Party. 

MOLLY  A.  HARKNESS, 
Second  Party. 

FLOYD  JAMES  HARKNESS,  JR., 
Third  Party. 
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HARRIET  HARKNESS  COLGATE, 
Fourth  Party. 

WILLIAM  H.  COLGATE,  JR., 
Fifth  Party. 

EXHIBIT  9-1 

This  Supplemental  Agreement,  made  and  entered 
into  this  24th  day  of  January,  1947,  by  and  be- 
tween Floyd  J.  Harkness,  first  party;  Molly  A. 
Harkness,  second  party;  Floyd  James  Harkness  Jr., 
third  party ;  Harriet  Harkness  Colgate,  fourth  party 
and  William  H.  Colgate  Jr.,  fifth  party, 

Witnesseth : 

That  Whereas  the  first  four  parties  herein  above- 
named  did  on  the  31st  day  of  December,  1942,  enter 
into  Articles  of  Co-partnership  under  the  firm  name 
and  style  of  ^^ United  Packing  Co."  and 

Whereas  imder  and  by  virtue  of  the  terms  of  a 
supplemental  agreement  made  and  entered  into  on 
the  16th  day  of  January,  1945,  by  and  between  the 
above-named  parties,  William  H.  Colgate  Jr.,  fifth 
party,  became  a  co-partner  in  the  said  co-partner- 
ship as  a  participant  in  his  wife  Harriet  Harkness 
Colgate's  one-fourth  of  the  partnership  profits;  and 
thereafter  on  the  11th  day  of  January,  1946,  an- 
other supplemental  agreement  was  entered  into  by 
and  between  the  parties  above-named  for  the  reason 
that  Floyd  James  Harkness  Jr.,  third  party  herein, 
had  returned  to  Fresno,  California,  from  his  serv- 
ice in  the  United  States  armed  forces,  and  had  re- 
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turned  to  active  participation  of  a  co-partner  and 
was  for  the  year  1946  appointed  as  the  Assistant 
Manager  of  all  operations  of  said  co-partnership; 
and  it  was  further  provided  in  said  supplemental 
agreement  that  the  said  William  H.  Colgate  Jr., 
fifth  party,  was  to  receive  for  his  services  for  work- 
ing for  said  co-partnership  25%  of  the  net  profits 
of  the  Clouds  and  Sanger  district  deals  and  25% 
of  the  net  profits  from  any  other  deals  in  which  he 
was  actively  in  charge;  and  it  is  now  understood 
and  agreed  for  the  year  1947  that  William  H.  Col- 
gate Jr.  shall  receive  the  same  compensation  for  the 
same  services  for  the  year  1947;  and  that  Floyd 
James  Harkness  Jr.,  third  party  is  for  the  year 
1947  to  remain  as  Assistant  Manager  of  all  oper- 
ations of  the  co-partnership ;  and  that  for  his  com- 
pensation for  his  services  as  Assistant  Manager  for 
the  year  1947,  he  is  to  receive  25%  of  the  net 
profits  of  said  co-partnership  after  the  payment  to 
William  H.  Colgate  Jr.  compensation  for  his  serv- 
ices as  above  provided. 

It  is  further  agreed  that  the  said  Floyd  James 
Harkness,  Jr.,  third  party,  and  William  Colgate,  Jr., 
fifth  party,  shall  each  give  his  full  time  to  the  said 
co-partnership  in  the  performance  of  his  service  for 
the  said  co-partnership  as  herein  provided. 

It  is  further  understood  and  agreed  that  first 
party  is  to  continue  to  receive  for  the  year  1947  for 
his  services  as  Manager  of  the  United  Packing  Co. 
75%  of  the  net  income  from  the  co-partnership  up 
to  the  amount  of  $100,000.00  net  income  of  the  co- 
partnership after  the  pa^Tuent  to  William  II.  Col- 
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gate  Jr.  compensation  for  Ms  services  as  above-pro- 
vided; and  that  the  parties  hereto  shall  after  the 
payment  of  the  above-named  net  profits  to  first, 
third  and  fifth  parties,  receive  their  divisions  of  the 
balance  of  the  net  income  in  accordance  with  the 
terms  of  the  original  Articles  of  Co-partnership  and 
the  modifications  thereto  wherein  and  whereby  first 
party  is  to  receive  25%  of  such  net  income;  second 
party  is  to  receive  25%  of  said  net  income;  third 
party  is  to  receive  25%  of  said  net  income;  and 
fourth  and  fifth  parties  are  to  receive  the  other  25% 
of  said  net  income. 

It  is  understood  and  agreed  by  and  between  the 
parties  hereto  that  the  said  original  Articles  of  Co- 
partnership dated  December  31,  1942,  shall  remain 
in  full  force  and  effect  except  as  modified  by  the 
supplemental  agreement  entered  into  on  the  4th  day 
of  January,  1943,  by  the  first  four  parties  hereto; 
and  except  as  modified  by  the  supplemental  agree- 
ment entered  into  on  the  16th  day  of  January,  1945, 
by  all  the  five  parties  hereto ;  and  except  as  modified 
by  the  supplemental  agreement  entered  into  on  the 
11th  day  of  January,  1946,  by  and  between  all  of  the 
parties  hereto ;  and  except  as  lierem  modified  by  this 
supplemental  agreement. 

In  Witness  Whereof  the  parties  hereto  have 
hereunto  set  their  hands  and  signatures  the  day  and 
year  in  this  agreement  first  above  written. 

FLOYD  J.  HARKNESS, 
First  Party. 
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MOLLY  A.  HARKNESS, 

Second  Party. 

FLOYD  JAMES  HARKNESS,  JR. 
Third  Party. 

HARRIET  HARKNESS  COLGATE, 
Fourth  Party. 

WILLIAM  H.  COLGATE,  JR., 
Fifth  Party. 

Filed  T.C.U.S.,  January  11,  1949. 


The  Tax  Court  of  the  United  States 
Docket  No.  16407 

MOLLY  A.  HARKNESS, 

Petitioner, 

vs. 

COMMISSIONER  OF  INTERNAL  REVENUE, 

Respondent. 

Docket  No.  16408 

FLOYD  J.  HARKNESS, 

Petitioner, 
vs. 

COMMISSIONER  OF  INTERNAL  REVENUE, 

Respondent. 
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Courtroom, 

U.  S.  Appraisers  Building,   San  Francisco, 
California,  Tuesday,  January  11,  1949. 

(Met  pursuant  to  notice  at  10  o'clock  a.m.) 

Before:  Hon:  SAMUEL  B.  HILL, 

Judge. 

Appearances : 

PHILIP  S.  EHRLICH,  Esq.,  and 

R.  J.  HECHT,  Esq., 

2002  Russ  Building, 

San  Francisco,  California, 

and 

LE  ROY  H.  GUNTNER, 

Security  Bank  Building, 
Fresno,  California, 

Appearing  on  behalf  of  Petitioners. 

T.  M.  MATHER,  Esq., 

(Hon.    Charles    Oliphant,    Chief    Counsel, 
Bureau  of  Internal  Revenue) 
Appearing  for  the  Respondent. 

PROCEEDINGS 

The  Clerk:  Docket  16407,  Molly  A.  Harkness; 
16408,  Floyd  J.  Harkness. 

Announce   your  appearances,   please. 

Mr.  Ehrlich:  Philip  S.  Ehrlich,  R.  J.  Hecht,  and 
Le  Roy  Guntner,  representing  the  Petitioners. 

Mr.  Mather:  T.  M.  Mather  for  the  Respondent. 
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Mr.  Hecht:  May  it  please  your  Honor,  I  have 
not  been  admitted  to  practice  before  the  Court. 
However,  I  signed  an  appearance,  and  1  expect  to 
file  my  application  for  admission  seasonably  with 
the  Court  in  Washington. 

The  Court:     Will  you  do  that  right  away? 

Mr.  Hecht:     Yes,  your  Honor. 

The  Court:  All  right.  You  will  be  permitted  to 
appear  in  this  case  pending  your  admission  on  your 
application  to  be  filed  immediately. 

Mr.  Hecht:     Thank  you,  your  Honor. 

The  Court:  State  your  case  for  the  Petitioners. 
I  take  it  these  two  docket  numbers  will  be  consoli- 
dated for  hearing? 

Mr.  Ehrlich:  I  want  to  make  a  motion  to  that 
effect,  if  I  may,  your  Honor. 

The  Court:  They  will  be  consolidated  for  hear- 
ing. 

Make  your  statement  for  Petitioners. 

OPENING  STATEMENT  ON  BEHALF  OF 
THE  PETITIONERS 

By  Mr.  Ehrlich 

Mr.  Ehrlich:  The  Petitioners  in  this  case  are 
Floyd  J.  Harkness  and  his  wife,  Molly  A.  Harkness, 
residence,  Fresno,  California.  These  petitions  arise 
out  of  the  refusal  of  the  Commissioner  of  Internal 
Revenue  to  recognize  the  co-partnership  of  Mr.  and 
Mrs.  Floyd  J.  Harkness,  their  son,  Floyd  Harkness, 
Jr.,  and  their  daughter,  Mrs.  Colgate,  and  son-in- 
law,   William  H.    Colgate.   However,    William    K. 
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Colgate,  the  husband,  did  not  technically  become  a 
partner  until  1945. 

As  the  result  of  the  Commissioner's  refusal  to 
recognize  the  partnership  he  assessed  additional  in- 
come and  Victory  Tax  for  the  calendar  year  '43 
in  the  sum  of  $65,367.27  against  Mr.  Harkness,  and 
against  Mrs.  Harkness  a  deficiency  in  the  sum  of 
$64,781.64  for  the  same  calendar  year,  '43.  By  his 
action  the  Conm.iis'sioner  has  endeavored  to  place 
this  co-partnership  in  the  same  category  as  the 
partnerships  condemned  by  the  Supreme  Court  in 
the  Lusthaus  and  Tower  Case. 

We  submit  the  Commissioner  has  committed  an 
error.  The  evidence  we  intend  to  submit  in  support 
of  the  petition  will,  in  our  opinion,  support  a  bona 
fide  partnership  for  all  purposes,  not  only  legal 
but  tax-wise. 

The  Court :  Who  were  the  partners  according  to 
your  contention  for  the  year  1943  here  involved? 

Mr.  Ehrlich:  Floyd  Harkness,  Sr.,  Molly  Hark- 
ness, his  wife;  Floyd  Harkness,  Jr.,  and  Harriet 
Harkness  Colgate,  his  daughter. 

The  Court:  Maybe  I  misunderstood  your  state- 
ment previously.  One  of  the  daughters — were  there 
two? 

Mr.  Ehrlich:  Just  one  daughter  here.  The  son 
is  Floyd  Jr.,  the  father  Floyd  Harkness,  Sr.,  the 
mother  Molly  A.  Harkness,  and  then  the  daughter, 
Harriet  Colgate. 

The  Court:  Which  one  was  not  technically  a 
partner  ? 


Co7nmissio7ier  of  Internal  Reveyiue,  85 

Mr.  Ehrlich:  The  son-in-law  in  '43.  He  became 
a  partner  in  '45. 

The  Court:  So  he  is  not  involved  in  this  pro- 
ceeding here'? 

Mr.  Ehrlich :  That  is  correct.  He  became  a  part- 
ner in  '45.  We  feel  it  has  a  materiality  and  bearing 
on  the  subject;  that  is  why  I  mentioned  it. 

We  feel  there  are  good  and  sufficient  business 
reasons  for  this  partnership,  and  it  was  merely,  as 
we  see  it,  business  reasons,  which  we  will  adduce  in 
evidence,  which  prompted  Mr.  Harkness  at  this  time 
to  create  this  partnership  as  well  as  a  desire  to  take 
care  of  his  children.  The  circumstances  which  existed 
at  this  time  as  will  be  shown  in  the  evidence,  will 
establish  clearly  that  the  partnership  was  not  cre- 
ated for  the  purpose  of  minimizing  taxes. 

It  is  also  interesting  to  note  that  if  the  govern- 
ment is  to  prevail  in  this  case,  it  must  prevail  be- 
cause of  the  fact  that  the  son,  in  any  event,  who 
had  a  draft  exemption  at  the  time  waived  that  draft 
exemption,  being  he  was  a  member  of  an  essential 
industry,  he  waived  that  draft  exemption  and  went 
to  war.  It  is  our  contention  if  the  position  of  the 
Commissioner  is  to  be  maintained  it  can  only  be 
maintained  because  of  the  fact  that  the  son  failed 
to  take  advantage  of  his  draft  exemption,  went  to 
war,  and  was  penalized  for  going  to  war. 

Mr.  Harlmess,  to  give  your  Honor  a  little  back- 
ground of  the  situation,  Mr.  Harkness,  Sr.,  has 
been  in  the  business  of  growing,  packing,  shipping 
and  marketing  fresh  fruit  and  vegetables  since  the 
year  1917.  The  business  involves  acting  as  a  com- 
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mission  agent,  as  a  factor  for  growers  in  the  region, 
and  this  in  turn  required  large  financing  by  Mr. 
Harkness  and  his  wife  in  connection  with  the  pur- 
chase of  fruits  from  growers.  In  addition,  they  grew 
some  of  their  own  commodities. 

It  is  customary  in  this  business,  as  will  appear 
from  the  testimony,  to  lend  money  to  growers  in 
order  to  help  them.  As  a  result  of  the  lending  of  this 
money  you  acquire  the  right  to  purchase  their  crops. 

Mr.  Harkness  was  married  to  Mrs.  Harkness  July 
14,  1915,  and  the  evidence  will  disclose  neither  of 
them  has  had  any  separate  property,  and  it  was  as 
a  result  of  the  marital  relations  over  a  period  of 
years  that  what  we  commonly  call  the  United  Pack- 
ing, which  is  the  partnership  here  before  the  Court, 
acquired  the  property  which  went  into  the  partner- 
ship on  January  1,  1943.  Neither  of  them  during 
their  marital  life  have  received  any  substantial  gifts 
from  any  other  source,  and  it  is  conceded  by  the 
stipulation,  if  your  Honor  please,  that  the  assets  of 
the  partnership,  the  United  Packing  Company, 
which  was  organized  by  virtue  of  a  technical  legal 
document,  was  the  community  property  of  Mr.  and 
Mrs.  Harkness. 

The  Court:  At  the  time  of  the  organization  of 
the  partnership? 

Mr.  Ehrlich:     That  is  correct  your  Honor. 

The  evidence  further  discloses  that  the  business 
which  is  engaged  in  by  this  partnership,  and  I  will 
have  a  map  showing  your  Honor  the  area  covered 
by  the  partnership,  is  doing  business  in  what  we 
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commonly  call  the  San  Joaquin  Valley,  and  the 
partnership  does  business  over  an  area  of  250  miles. 
We  think  that  is  important  as  indicating  the  neces- 
sity for  competent  men  to  aid  in  the  operation  and 
management  of  this  business  which  has  spread 
over  a  wide  area. 

Evidence  will  disclose,  if  your  Honor  please,  that 
in  a  business  of  this  character,  the  farming  busi- 
ness, particularly  this  type  of  business,  buying 
and  selling  raw  fruits,  both  on  your  own  account 
and  for  the  account  of  growers,  that  in  order  to 
attract  capable  personnel  it  has  been  necessary 
to  let  the  personnel  either  have  bonuses  as  a  result 
of  their  efforts  which  they  have  contributed  to  the 
profits  of  the  business,  or  to  give  them  percentage 
deals.  In  this  stipulation  [8]  we  will  point  out  to 
your  Honor  later  we  have  set  forth  the  percentage 
deals  and  bonuses  which  the  United  Packing — 
that  is  the  name  of  the  partnership.  United  Packing 
— over  a  period  of  years  since  its  organization 
had  been  accustomed  to  give  to  key  personnel,  both 
bonus  deals  and  percentage  deals. 

The  evidence  will  also  indicate,  if  your  Honor 
please,  that  these  bonus  deals  and  these  percentage 
deals  were  a  continuous  drain  upon  the  partnershij), 
and  that  it  was  required  as  a  result  of  this  method 
of  doing  business  which  was  necessary  to  acquire 
these  key  men,  that  the  partnership  was  contiiinally 
in  hot  water  financially  and  had  to  continuously 
engage  in  large  borrowings.  One  of  the  motivating 
forces  which  induced  Mr.  and  Mrs.  Harkness,  own- 
ers of  the  partnership  at  the  time  tliey  created  Ww 
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four-way  partnership  I  have  just  explained,  one  of 
the  motivating  influences  was  the  fact  that  they 
wanted  this  money  which  was  being  accumulated 
to  remain  in  the  business  so  they  could  grow;  and 
with  these  percentage  and  bonus  deals,  this  was 
impossible  of  accomplishment.  Of  course,  during 
the  years  of  unfavorable  conditions,  lack  of  money 
was  a  great  drain,  and  as  your  Honor  can  under- 
stand, unless  funds  could  be  accumulated  during 
periods  of  good  business,  this  partnership  and 
many  of  them  in  the  San  JoaquiQ  Valley  would 
always  get  into  financial  difficulty. 

The  evidence  will  further  disclose  that  Mr.  Hark- 
ness was  employed  by  a  fruit  company  in  the  San 
Joaquin  Valley  from  [9]  1917  to  1920.  He  was 
born  in  Fresno  and  his  whole  life  has  been  devoted 
to  farming  and  agriculture. 

From  1920  to  1923  he  was  employed  by  the 
Associated  Fruit  Company,  and  while  with  that 
company  had  a  participation  deal,  bonus  or  per- 
centage of  the  profits. 

The  evidence  will  further  disclose  that  after  he 
left  the  Associated  Fruit  Company  he  organized, 
together  with  a  Mr.  Jasper  and  Mr.  Wilhelm,  a 
partnership  of  their  own,  and  the  profits  of  this 
partnership  were  divided  three  ways.  This  one 
partnership  lasted  one  year,  and  Mr.  Wilhelm  was 
through  at  the  close  of  '23. 

During  the  years  '24  to  '36  the  business  which  I 
have  explained  to  your  Honor,  strictly  agricultural 
and  buying  and  selling  fruits  and  raising  fruits  to 
a  lesser  degree,  consisted  of  Mr.  Jasper  and  Mr. 
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Harkness.  This  partnership  was  terminated  in  1936. 
So  your  Honor  can  clearly  understand  that  Mr. 
Harkness  has  had  one  partnership  after  the  other 
for  the  last  more  or  less  30  years,  having  spent  all 
his  time  in  this  particular  activity. 

At  the  time  of  the  termination  of  the  partnership 
relations  between  Mr.  Jasper  and  Mr.  Harkness,  the 
activities  of  the  partnership  covered  Madera, 
Fresno,  Tulare,  Kern,  and  San  Joaquin  Counties. 
During  this  period  Mr.  Jasper  looked  after  the 
office,  Mr.  Harkness  was  what  we  call  a  field  man, 
tended  to  the  actual  buying  and  selling,  raising  of 
crops.  [10]  The  operations  covered  an  area  of 
some  250  miles ;  the  head  office  was  in  Fresno. 

As  a  result  of  the  culmination  of  the  partnership, 
Mr.  Jasper  took  certain  property  and  Mr.  Harkness 
took  certain  property.  Mr.  Harkness  took  pri- 
marily the  operation  end  of  the  game,  and  Mr.  Jas- 
per took  the  farms. 

Even  in  the  partnership  between  Mr.  Jasper  and 
Mr.  Harkness  which  went  from  '24  to  '36,  bonus  and 
participation  deals  were  indulged  in,  the  bonuses  at 
that  time  running  five  to  ten  per  cent,  and  par- 
ticipation of  a  substantial  amount.  The  remaining 
profits  w^ere  divided  between  Mr.  Jas])er  and  Mr. 
Harkness. 

In  1937  after  the  dissolution,  the  business  was 
conducted  by  Mr.  Harkness,  it  being  the  community 
property  of  Mr.  and  Mrs.  Harkness,  and  was  called 
the  United  Packing  Company. 

Now  that  activity,  that  proprietorshi])  as  T  di^siir- 
nated,  of  Mr.  and  Mrs.  Harkness  jointly,  all  Wuvr 
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community  property,  continued  from  1937  until  De- 
cember 31,  1942,  when  the  partnership  which  the 
government  has  questioned  here  was  created,  again 
called  the  United  Packing  Company. 

The  Court:  Up  to  that  time  they  didn't  conduct 
the  business  as  a  partnership,  but  simply  on  a  com- 
munity property  basis? 

Mr.  Ehrlich:  That's  right.  The  proprietorship 
was  run,  Mr.  Harkness  managing  the  business,  the 
business  being  [11]  owned  by  Mr.  and  Mrs.  Hark- 
ness equally  as  a  result  of  the  community  property 
laws  of  the  State  of  California. 

Mr.  Harkness  had  long  realized,  having  gone 
through  these  long  gyrations  of  partnership  and 
percentage  and  participation  deals,  that  it  was  es- 
sential if  this  partnership  was  to  prosper  and  con- 
tinue that  money  must  remain  in  the  business,  and 
we  will  show  that  one  of  the  motivating  factors  was 
this  idea  on  his  part  to  bring  his  family  into  the 
deal  in  order  that  he  might  adequately  finance  him- 
self. 

There  was  also  another  motivating  factor  in  this 
deal:  the  fact  that  his  son  who  had  always  lived 
on  the  farm — and  by  the  way,  the  Harknesses  from 
'29  to  '39  or  thereabouts,  the  evidence  will  show  fhe 
dates,  had  a  farm  outside  of  Fresno,  and  their  son 
and  daughter  lived  on  the  farm — so  these  children, 
both  the  son  and  daughter,  who  subsequently  became 
members  of  the  partnership,  had  lived  this  farming 
life,  and  the  evidence  will  also  show  that  the  son 
had  worked  for  a  long  period  of  years.  This  was 
no  new  idea  just  clear  out  of  a  clear  sky,  but  the 
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son  had  worked  for  his  father  during  the  greater 
portion  of  his  life  when  he  was  not  attending  school. 
As  a  matter  of  fact,  the  evidence  will  show,  if  your 
Honor  please,  during  the  year  1937  when  the  father 
and  mother  needed  his  help  in  the  United  Packmg 
Company,  the  son  quit  school  from  June,  1937,  or 
thereabouts — the  evidence  will  show  the  exact  dates 
— until  January,  1938,  for  the  sole  purpose  of  [12] 
helping  his  father  and  helping  to  manage  the  United 
Packing  activities. 

The  evidence  will  also  show  that  the  son,  after  he 
graduated  from  college,  came  in  and  affiliated  him- 
self with  the  business. 

The  Court :     What  year  was  that  ? 

Mr.  Ehrlich :  That  was  in  June  of  '41,  as  I  re- 
call it,  your  Honor.  The  boy  graduated  from  Fresno 
State  College  and  affiliated  himself  with  the  part- 
nership, and  during  the  year  '41  received  a  partici- 
pation of  five  per  cent  in  the  profits  of  the  partner- 
ship in  addition  to  a  small  salary.  It  was  in  the 
smnmer  vacation  of  '37  that  the  boy  left  school  and 
did  not  return  until  January,  '38,  and  remained 
with  his  father.  The  period  in  which  they  lived  on 
a  ranch  w^as  from  '29  to  '39.  At  the  time,  in  the 
year  '39,  the  boy  w^as  21  years  old. 

The  evidence  will  also  show^ — I  will  have  the 
father  and  son  testify — that  they  had  discussed  on 
many  occasions  the  boy's  affiliation  with  the  busi- 
ness, and  the  evidence  will  also  show  that  at  the 
tinu^  the  boy  voluntarily  gave  up  his  draft  defer- 
ment and  went  into  the  service  in  January  of  1942 
that  he  had  on  the  books  of  the  ])artnerslii])  some 
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$1,200  or  $1,300  still  due  and  owing  to  him  as  a 
result  of  his  service  which  had  been  rendered  to  the 
proprietorship.  When  I  say  '^  proprietorship '^  I 
don't  want  to  confuse  your  [13]  Honor;  it  is  Mr. 
and  Mrs.  Harkness  doing  this  business.  When  the 
son  left  for  the  service  there  was  due  and  owing 
to  him  $1,200  to  $1,300,  w^hich  reduced  the  amount 
of  the  note  which  the  son  gave  to  the  father  and 
mother  for  participation  in  the  business.  The 
daughter  paid,  I  think,  some  $34,000,  and  the  son 
paid  $34,000,  less  the  credit  of  the  amount  due  him 
on  the  books  of  the  partnership. 

The  Court :  What  year  w^ere  they  taken  into  the 
partnership  ? 

Mr.  Ehrlich :  They  were  taken  into  the  partner- 
ship as  of  January  1,  1943.  It  was  signed  during 
December  of  '42  while  the  son  and  son-in-law  w^ere 
both  in  the  service.  Discussions,  as  I  have  pointed 
out,  in  this  particular  interest,  had  not  only  oc- 
curred between  the  father  and  son  regarding  his 
affiliation  with  the  business,  the  financial  position 
of  the  business  as  the  result  of  the  requirements  to 
pay  these  large  bonuses  and  percentages  to  stran- 
gers, but  as  to  the  ability  of  the  business  to  succeed, 
and  the  son  and  father  discussed  this  question  of  his 
participation  in  the  transactions.  As  a  matter  of 
fact,  the  son  asked  to  participate  in  1941  and  the 
father  said  that  his  bonus  deals  were  too  severe, 
that  he  couldn't  permit  him  at  that  time,  although 
he  gave  the  son  at  that  time  a  five  per  cent  partici- 
pation. In  these  discussions  the  son  kept  pressing 
his  father,  saying  that  he  wanted  to  make  this  his 
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career,  wanted  to  become  identified  with  it.  And  [14] 
naturally,  not  only  was  it  the  business  motive  that 
prompted  his  father,  but  the  parental  relationship 
where  the  father  was  desirous  of  taking  the  son  into 
the  business  so  that  the  business  which  he  had  de- 
veloped could  be  perpetuated. 

More  or  less  the  same  held  true  after  the  son-in- 
law — without  going  into  too  much  detail  in  my 
opening  statement — the  same  state  of  facts  held 
true  with  reference  to  the  daughter.  The  daughter, 
for  example,  had  worked  after  she  became  of  age 
in  September  of  '41  and  graduated  from  college 
June,  '42,  worked  for  three  or  four  months  in  the 
father's  business.  She  married  in  August  of  '42. 
Her  husband  had  joined  the  Army  before  the  draft 
law  had  become  effective,  and  he  was  in  the  service. 
But  the  father  and  mother  and  daughter  discussed 
that  if  the  son  was  to  come  into  the  business  equal 
treatment  and  opportunity  should  be  given  to  her, 
and  they  discussed  that.  The  father  said  whatever 
he  did  for  the  son,  whether  it  was  a  loan,  whatever 
participation,  how  he  liandled  the  matter,  he  would 
do  the  same  thing  for  his  daughter,  the  question 
being,  which  they  discussed  at  considerable  length, 
w^hether  or  not  the  son-in-law  and  daugliter,  or  the 
daughter,  should  get  the  opportunity  in  the  United 
Packing  Company  or  whether  she  should  invest 
elsew^here  whatever  her  father  loaned  her  or  gave 
her,  whatever  way  the  transaction  was  finalized, 
whether  she  should  take  her  interest  in  the  partner- 
ship ;  and  they  also  discussed  other  investments.  [15] 
Due  to  the  war  conditions  at  that  time,  and  the 
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trust  and  confidence  she  felt  in  her  father's  ability, 
she  decided  whatever  opportunity  her  father  made 
available  to  her  should  be  made  available  in  the 
partnership  rather  than  in  outside  enterprise.  The 
evidence  will  disclose  there  were  certain  other  en- 
terprises that  she  was  thinking  of  at  the  time. 

It  will  also  disclose  that  Mr.  Colgate,  who  was 
not  technically  a  member  of  this  partnership,  doesn't 
become  a  member  until  he  comes  back  from  the 
service,  had  parents  of  means,  and  when  it  came  to 
the  question  of  financing  their  interest  in  this  part- 
nership, the  money  could  have  been  available  from 
Mr.  Colgate's  father,  but  they  decided  to  borrow 
the  money  from  Mr.  Harkness,  Sr.,  on  a  note.  By 
the  way,  this  partnership  was  created  effective  as  of 
January  1,  1943,  and  Mr.  Harkness,  Jr.,  and  Mrs. 
Colgate,  the  daughter,  gave  for  their  interest  in 
this  partnership,  which  was  a  25  per  cent  interest, 
each  gave  a  promissory  note.  The  promissory  note 
which  Mrs.  Colgate  gave  was  signed  by  her  husband, 
so  that  he  had  a  tie  of  liability  as  well  as  his  wife 
for  the  repayment  of  funds.  As  the  evidence  will 
establish,  your  Honor,  these  two  notes,  both  the  son's 
note  and  the  daughter's  and  son-in-law's  note  were 
paid  out  of  the  profits,  and  proper  credits ;  the  books 
of  account  were  kept  with  meticulous  care. 

The  stipulation  would  indicate  the  capital  ac- 
count, the  contributions  of  the  partners,  the  with- 
drawals, the  participations  [16]  and  the  salary. 

I  also  want  to  point  out  to  your  Honor  this  in 
passing :  that  the  partnership  was  created  on  Janu- 
ary 1,  1943.    The  stipulation  of  facts  shows  that  on 
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January  4,  1943,  four  days  after  the  partnership 
became  legally  effective,  a  supplemental  agree- 
ment was  entered  into  which  established  the  salary 
of  Mr.  Harkness,  Jr.,  who  was  managing  the  part- 
nership w^hile  the  boys  were  away,  and  Mr.  Hark- 
ness, Sr.,  for  the  years  1943,  '44,  '45,  '46,  and  '47, 
as  the  stipulation  establishes,  received  $75,000  a 
year.  It  was  75  per  cent,  the  stipulation  establishes, 
and  the  contracts  which  are  in  the  stipulation,  but 
I  say  $75,000  a  year  because  that  is  the  way  it  w^as 
computed;  that  is  the  way  it  came  out.  It  was 
computed  that  Mr.  Harkness,  Sr.,  would  receive  75 
per  cent  of  the  profits  of  the  first  $100,000,  and  then 
the  partners  came  in  and  participated.  It  so  hap- 
pened in  the  five  years  Mr.  Harkness,  Sr.,  has  re- 
ceived as  salary  and  it  has  been  credited  to  him  on 
the  books  of  the  partnership,  $75,000  a  year,  so  the 
question  naturally  arises:  Isn't  it  a  fact  that  if 
this  partnership  was  created  for  tax  purposes,  Mr. 
Harkness,  Sr.,  would  have  taken  $12,000  or  $25,000? 

The  Court :     You  are  arguing  your  case  now. 

Mr.  Ehrlich :     I  am  sorry,  your  Honor. 

While  I  am  on  this  subject  I  want  to  state  this: 
In  the  end  of  '44,  Colgate,  the  son-in-law,  received  a 
medical  [17]  discharge,  came  back  to  Fresno 
County,  and  I  think  the  evidence  will  establish  that 
within  a  few  days  after  his  return  to  Fresno  lie 
became  actively  engaged  in  working  for  the  January 
1,  1943,  partnership,  and  he  received  a  nominal 
salary  during  the  year  1944.  I  think  he  received 
some  $400  or  $500— the  Wage  Stabilization  Order 
was  in  effect.     On  Januaiy  K),  1945,  Mr.  Colgate 
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became  technically  a  member  of  the  partnership, 
and  a  supplemental  agreement,  which  is  attached 
to  the  stipulation,  made  him  a  partner  in  the 
agreement,  although  he  and  his  wife  still  shared 
the  one-quarter  interest.  As  a  matter  of  fact,  during 
the  year  1945  he  received  some  $4,000  or  $5,000. 

In  '46  young  Harkness  came  back  and  immedi- 
ately affiliated  himself  immediately  began  w^orking 
for  the  partnership,  so  in  the  years  '46  and  '47  they 
entered  into  contracts  supplementing  the  original 
contract  whereby  the  son-in-law  and  son  received 
very  substantial  salaries.  I  think  the  evidence  will 
show  that  the  salaries  which  the  son  received  in 
the  year  '46  when  he  came  back  from  the  Service 
and  started  contributing  to  the  partnership 

The  Court:     Is  that  in  the  stipulation? 

Mr.  Ehrlich:     Yes,  your  Honor. 

The  Court:     Well,  we  will  get  it. 

Mr.  Ehrlich:  But  they  received  in  '46  and  '47, 
the  two  boys  received  between  $40,000  and  $50,000 
each  year,  and  [18]  their  participation  in  the  profits 
on  the  percentage  deal,  which  was  the  original 
theory  upon  which  Mr.  and  Mrs.  Harkness  brought 
their  son  and  son-in-law  into  the  business. 

In  the  years  '43,  '44,  '45,  '46,  and  '47  as  a  result 
of  the  percentage  deal  expressed  in  the  written  con- 
tracts— and  I  might  emphasize  here,  your  Honor, 
this  partnership  has  been  conducted  with  meticu- 
lous detail  both  as  far  as  written  documents  are 
concerned,  legally  and  accounting-wise — as  a  result 
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of  these  percentage  deals,  Harkness,  Sr.,  received 
in  1943  $75,000;  '44,  $75,000;  '45,  $75,000;  '46,  $75,- 
000;  and  '47,  $75,000  salary. 

The  boy  was  in  the  service  '43,  '44,  and  '45; 
started  devoting  his  time  and  his  ability  to  the 
partnership  in  '46,  and  received  a  salary  of  $57,- 
984.75  in  '46;  and  in  '47,  $53,635.13.  That  is  all  as 
the  result  of  participations  in  the  profits  and  not  a 
fixed  salary. 

Now,  the  son-in-law,  Mr.  Colgate,  as  I  pointed 
out  to  your  Honor,  came  back  in  1944,  received  $450 
for  the  few  months  he  worked  in  '44  as  a  result  of 
Wage  Stabilization.  He  received  $5,375  in  '45;  in 
'46,  $46,554.79;  and  in  '47  he  received  $35,928.45. 
It  is  interesting  to  note,  if  your  Honor  please,  the 
stipulation  indicates  that  these  years  in  which  these 
three  men  received  for  services  rendered  some  $180,- 
000  or  thereabouts,  the  participation  in  the  part- 
nership for  the  year  '46  was  about — I  am  adding  it 
hastily  here — [19]  about  $55,000,  I  mean  all  the 
partners  received  $55,000  in  '46  as  their  participa- 
tion, and  in  '47  about  $83,000.  So  in  those  last 
two  years  the  salaries  of  the  partners  far  exceeded 
the  participation  of  the  partners  in  the  profits. 

The  evidence  will  also  disclose,  if  your  Honor 
please,  that  at  the  time  Mr.  Harkness  at  the  end  of 
'42  started  to  seriously  discuss  this  matter,  that 
conditions  were  none  too  favorable.  The  stipula- 
tion shows  that  there  had  been  a  good  year  in  1941. 
However,  the  war  effort  had  not  begun,  as  your 
Honor  knows,  and  may  take  judicial  notice,  to 
crystalize  sufficiently  to  affect  various  activities,  and 
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in  and  about  the  middle  of  August,  '42,  a  number  of 
Orders  had  been  promulgated  by  the  various  admin- 
istrative agencies,  the  President,  War  Production 
Board,  and  various  agencies  which  had  been  organ- 
ized to  conduct  the  war,  which  created  quite  a  doubt 
in  the  minds  of  Mr.  Harkness  and  his  wife  as  to  the 
future  of  the  business.  Without  going  into  that  at 
length,  I  just  w^ant  to  call  to  your  Honor's  atten- 
tion that  there  w^as  a  great  scarcity  of  labor  due  to 
the  fact  that  the  Japanese  were  required  to  move 
from  the  Pacific  Coast  of  California  in  particular, 
and  labor  in  the  San  Joaquin  Valley  of  this  type 
of  activity  depended  to  a  great  extent  upon  Japa- 
nese. Then  there  was  the  large  starting  up  of  the 
shipyards  and  other  manufacturing  war  activities 
that  drained  labor.  There  was  priority  on  freight 
cars,  material  priorities  affecting  shook,  nails,  wood. 
There  were  government  [20]  limitation  orders  with 
regard  to  repairs  and  use  of  materials.  There  was 
a  raisin  order  whereby  the  government  required 
that  grapes  be  converted  into  raisins  so  that  the 
government  could  stockpile  raisins  for  the  European 
countries.  There  was  a  sugar  rationing  order  that 
affected  the  situation.  Then  there  was  this  fact: 
there  was  the  possibility  that  grapes  which  were 
not  a  vital  commodity  as  it  had  been  listed  by  the 
War  Production  Board  and  other  agricultural 
agencies  involved,  that  there  was  a  freight  car  sit- 
uation so  that  the  matter  was  very  questionable,  the 
conditions  which  were  facing  this  partnership. 
It  is  also  interesting  to  note  that  Mr.  and  Mrs. 
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Harkness  did  not  turn  over  to  the  partnership  all 
their  assets.  As  of  December  31,  1942,  they  were 
worth — I  will  introduce  in  evidence  their  balance 
sheet — $235,000.  The  co-partnership  started  with 
assets  of  $138,000,  so  that  Mr.  and  Mrs.  Harkness 
had  retained  in  the  partnership  approximately  $100,- 
000  out  of  $250,000  of  assets.  Their  idea  was  that 
they  wanted  to  be  protected  in  the  event  that  any- 
thing happened  to  the  partnership  so  that  they  had 
some  other  means.  In  the  assets  retained  by  Mr. 
and  Mrs.  Harkness  as  of  January  1,  '43,  there  were 
several  ranches  which  they  felt  would  be  sufficient 
to  support  them.  We  will  also  introduce  in  evidence 
the  income  from  these  sources. 

The  Court:  They  had  unlimited  liability,  didn't 
they? 

Mr.  Ehrlich:  Yes,  your  Honor,  as  individuals 
they  had  [21]  unlimited  liability,  and  these  assets 
could  have  been  taken  if  the  partnership  had  not 
been  successful.  But  they  felt  that  they  wanted  to 
keep  those  assets  for  their  own  use,  not  let  the 
children  participate  in  those  particular  assets, 
which,  as  the  evidence  will  disclose,  wxre  $50,000  in 
cash  and  these  ranches. 

There  is  only  one  other  transaction  which  is  con- 
tained in  the  stipulation  which  I  desire  to  call  to 
your  Honor's  attention  in  the  opening  statement, 
and  that  is  this,  illustrating  the  drain  of  outside 
personnel  on  the  business.  They  had  a  man  named 
Sorensen,  a  very  able  man  in  this  particular  activity. 
We  have  an  exhibit  here  that  shows  as  a  result  of 
Mr.   Sorensen's  participation   in  this   business  he 
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insisted  that  they  buy  a  ranch  west  of  the  Hark- 
nesses,  and  they  financed  a  ranch  jointly  with  him. 
As  a  result  of  that  joint  venture  he  withdrew  in  a 
j>eriod  of  three  or  four  years  some  $150,000  in 
profits,  then  forced  the  Harknesses  to  buy  the  ranch 
from  him  and  made  a  gain  of  some  $40,000  or  $50,- 
000.  This  all  occurred  at  the  time  that  he  severed 
relations,  and  I  think  the  transaction  was  closed  on 
the  same  day  that  young  Colgate  technically  joined 
the  partnership,  as  I  told  you,  in  January  of  '45. 
This  man  Sorensen  at  that  time  required  the  United 
Packing  Company  to  buy  him  out  of  the  partner- 
ship, and  they  bought  him  out.  That  merely  indi- 
cates the  drain  which  these  outside  factors  had 
been  on  the  business.  [22] 

In  closing  my  opening  statement  I  would  like  to 
state  to  your  Honor  that  we  have  here  the  books 
of  the  partnership  available.  The  stipulation  shows 
the  partnership  withdrawals.  As  I  pointed  out  be- 
fore, the  notes  were  paid  off,  this  was  not  a  gift,  this 
is  a  community  property  partnership,  there  isn't 
a  question  of  the  wife  having  been  gifted,  so  that 
we  have  a  community  property  partnership  origi- 
nally; we  have  a  sale  by  the  father  and  mother  to 
their  children  of  this  interest  with  notes,  one  of  the 
notes  being  of  a  lesser  amount  than  the  other  be- 
cause of  the  credit  on  the  books  that  the  son  had. 
We  have  here  the  books  being  kept  in  the  strictest 
order.  We  have  the  capital  accounts,  there  is  no 
inter-family  transaction,  the  profits  available,  the 
salaries  available,  the  income  tax  returns  indicate 
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that  they  all  paid  their  taxes  on  their  salaries  and 
incomes,  there  has  been  no  interplay  of  finances  be- 
tween the  children  and  the  father  and  mother. 

We  also  have  these  large  salaries  which  I  pointed 
out  to  you,  and  I  don't  want  to  take  the  time  of 
the  Court,  as  we  will  point  it  out  on  the  brief,  but 
I  emphasize  it  most  strongly,  and  that  is  this :  that 
these  partnership  agreements  contained  restrictions 
on  the  power  and  rights  and  obligations  of  the  vari- 
ous partners,  and  particularly  there  is  one  provision 
I  won't  take  the  time  to  read  as  w^e  will  point  it  out 
to  your  Honor  in  briefs,  whereby  it  required  three 
partners  to  act  on  certain  matters  of  vital  interest 
to  the  partnership  so  that  [23]  neither  Mr.  or  Mrs. 
Harkness  could  control  the  situation  without  any 
consideration,  without  giving  any  consideration  to 
the  children. 

As  a  result  of  these  factors  which  I  have  tried 
to  skim  over  as  hurriedly  as  possible  so  as  not  to  take 
the  time  of  the  Court,  I  feel  that  we  have  a  partner- 
ship which,  if  your  Honor  please,  qualifies  as  a 
legitimate  bona  fide  partnership  for  tax  purposes, 
and  that  the  tax  returns  as  returned  by  the  various 
partners  are  correct. 

Thank  you. 

The  Court:     Mr.  Mather. 

OPENING    STATEMENT    ON    BEHALF    OF 

THE   RESPONDENT 
By  Mr.  Mather: 

If  your  Honor  please,  we  think  that  the  evidence 
in  these  cases  will  disclose  that  the  family  arrange- 
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ment  for  our  taxable  year  was  not  dissimilar  to  a 
similar  arrangement  which  the  Supreme  Court  re- 
fused to  recognize  in  the  Tower  and  Lusthaus  Cases. 
The  evidence  will  fail  to  disclose  any  new  capital 
came  into  the  business ;  will  fail  to  disclose  that  the 
children  performed  any  service  in  the  taxable  year. 

The  evidence  will  disclose  that  the  partnership 
agreement  provided  that  the  children  w^eren't  to  per- 
form any  services  in  the  taxable  year.  We  are  not 
much  concerned  with  what  went  on  before  our  tax- 
able year.  The  evidence  will  disclose  that  this  was 
community  property  of  the  Petitioners  at  the  [24] 
time  of  this  arrangement,  our  taxable  year.  Now, 
what  transpired  after  our  taxable  year  we  are 
not  much  concerned  with.  Later  the  evidence  dis- 
closes, long  past  our  taxable  year,  that  the  son  came 
back  and  devoted  his  time  to  the  business.  We  don't 
have  that  question  before  us.  We  have  the  year 
1943  at  which  time  the  son  was  in  the  Army,  the 
daughter  never  at  any  time  performed  any  vital 
services  to  the  business,  and  we  think  it  is  just  one 
of  the  typical  family  partnership  cases. 

The  Court:     Call  your  witness. 

Do  you  want  to  offer  your  stipulation? 

Mr.  Ehrlich :  Yes.  If  your  Honor  please,  I  have 
a  stipulation  in  the  case  of  Floyd  J.  Harkness,  Pe- 
titioner, versus  Commissioner  of  Internal  Revenue, 
16408.  I  would  like  to  offer  that  in  evidence.  I  have 
two  copies  here. 

The  Court:     Is  that  applicable  to  both  dockets? 

Mr.  Ehrlich:  Yes.  We  happened  to  have 
drafted  two  separate  stipulations. 
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The  Court:  The  stipulation  of  fact  will  be  re- 
ceived. 

Mr.  Ehrlich :  I  have  that  in  the  matter  of  Molly 
A.  Harkness  versus  Commissioner  of  Internal  Rev- 
enue, Docket  No.  16407. 

The  Court :     Are  they  identical  ? 

Mr.  Ehrlich:     Yes,  your  Honor. 

The  Court:  The  stipulations  of  facts  will  be 
received. 

You  may  proceed  with  your  testimony.  [25] 

Mr.  Ehrlich:  Mr.  Mather,  I  suggested  to  you 
this  morning  that  we  introduce  in  evidence  the 
letter  of  deficiency  and  mark  it  10-J. 

Mr.  Mather:     There  is  no  objection. 

(Whereupon  the  document  was  marked  for 
identification  as  Joint  Exhibit  10-J.) 

The, Court:     It  isn't  attached  to  the  petition? 

Mr.'' Ehrlich :  It  is  attached,  but  I  thought  for 
purposes  of  waiting  the  brief  we  could  refer  to  it. 
We  have  two  other  exhibits. 

Then,  Mr.  Mather,  there  is  no  objection  to  having 
Exhibit  B  in  the  petition,  the  partnership  agree- 
ment of  December  31,  1942,  marked  Exhibit  11-K? 

Mr.  Mather:    No  objection. 

(Whereupon  the  document  was  marked  for 
identification  as  Joint  Exhibit  11-K.) 

The  Court :     Admitted  as  Exhibit  No.  11-K. 

(Whereupon  the  document  marked  Joint  Ex- 
hibit 11-K  for  identification  was  received.) 
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[Joint  Exhibit  11-K  is  identical  to  Exhibit  B 
attached  to  the  Petition.] 
Mr.  Mather :     That  is  also  attached  to  the  petition 
in  each  case. 

Mr.  Ehrlich:     Then  Exhibit  C  in  the  petition  in 
each  case  is  the  supplementary  agreement,  January 
3,  1943.  That  might  be  marked  12-L. 
Mr.  Mather :     No  objection.  [26] 

(Whereupon  the  document  was  marked  for 
identification  as  Joint  Exhibit  12-L.) 

The  Court :     That  may  be  admitted. 

(Whereupon  the  document  marked  Joint  Ex- 
hibit 12-L  for  identification  was  received.) 

[Joint  Exhibit  12-L  is  identical  to  Exhibit 
C  attached  to  the  Petition.] 

The  Court :  Is  one  of  those  exhibits  the  notice  of 
deficiency  ? 

Mr.  Ehrlich:    Yes,  Exhibit  10- J. 

The  Court:  I  don't  think  we  got  that  straight 
in  the  record.  Do  you  want  to  offer  that? 

Mr.  Ehrlich :    Yes,  your  Honor. 

The  Court :     Exhibit  10- J  is  admitted. 

(Whereupon  the  document  marked  Joint  Ex- 
hibit 10- J  for  identification  was  received.) 

[Joint  Exhibit  10-J  is  identical  to  Exhibit  A 
attached  to  the  Petition.] 

Mr.  Ehrlich:  11-K  is  the  partnership,  December 
31,  '42 ;  and  12-L  is  the  supplementary  agreement  of 
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January  3,  '43,  all  of  which  are  part  of  the  petition, 
your  Honor. 

Thank  you. 

Mr.  Harkness,  will  you  take  the  standi 

Whereupon 

FLOYD  J.  HARKNESS 

was  called  as  a  witness  on  behalf  of  the  Petitioners, 
and  having  been  first  duly  sworn,  testified  as  fol- 
lows : 

The  Clerk :     State  your  name  and  address,  please. 

The  Witness:  Floyd  J.  Harkness,  Fresno,  Cali- 
fornia. 

Direct  Examination 

By  Mr.  Ehrlich : 

Q.  You  are  the  Petitioner  in  the  case  of  Floyd  J. 
Harkness  versus  the  Commissioner  ^,  A.     I  am. 

Q.  And  you  reside  in  Fresno  and  have  resided 
there  all  your  life?  A.     I  have. 

Q.     How  old  are  you,  Mr.  Harkness.  A.     56. 

Q.     Molly  A.  Harkness  is  your  wife. 

A.     That  is  right. 

Q.  She  is  the  Petitioner  in  the  case  of  Molly  A. 
Harkness  versus  the  Commissioner  of  Internal 
Revenue?  A.     That's  right. 

Q.  Were  you  and  Mrs.  Harkness  married  on 
July  14,  1915?  A.     We  were. 

Q.  And  you  have  resided  in  California  continu- 
ously since?  A.     We  have. 

Q.  You  have  two  children,  Floyd  James  Hark- 
ness and  Harriet  Harkness  Colgate? 

A.    We  have. 
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(Testimony  of  Floyd  J.  Harkness.) 

Q.     Have  you  any  other  children? 

A.     We  have  none. 

Q.     How  old  is  your  son,  Floyd,  Jr.?  [28] 

A.     He  was  born  in  1918. 

Q.     And  your  daughter? 

A.     Born  in  1920. 

Q.  Your  daughter  is  married  to  William  Col- 
gate? A.     She  is. 

Q.     When  was  she  married? 

A.     In  August,  1942. 

Q.     How  long  have  you  known  your  son-in-law? 

A.     Eight  or  nine  years. 

Q.    Where  does  your  son  now  reside? 

A.     In  Sanger,  Fresno  County,  California. 

Q.    Your  son? 

A.    My  son  resides  in  the  City  of  Fresno. 

Q.     And  your  daughter  ? 

A.     My  daughter  resides  in  Sanger,  California. 

Q.     That  is  near  Fresno? 

A.     Yes,  that  is  16  miles  east  of  Fresno. 

Q.     What  is  your  business  or  occupation? 

A.     Grower  and  shipper  of  fruits  and  vegetables. 

Q.  How  long  have  you  been  engaged  in  this 
activity?  A.     Since  1918,  including  1918. 

Q.  Mr.  Harkness,  will  you  briefly  outline  your 
farming  activities  and  your  activities  as  a  buyer 
and  seller  of  farm  commodities  just  briefly  so  the 
Court  may  have  the  background?  [29] 

A.  Well,  we  raise  some  commodities  ourselves. 
We  buy  some  commodities  from  the  grower  on  a 
cash  basis.     We  handle  considerable  tonnage  on  a 
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(Testimony  of  Floyd  J.  Harkness.) 
commission  basis  for  the  grower's  account.     That 
applies  to  canteloupes,  carrots,  peaches,  plimis,  nec- 
tarines, grapes,  both  table  grapes  and  juice  grapes. 

Mr.  Ehrlich:  Mr.  Mather,  I  assume  it  will  be 
unnecessary  to  identify  all  these  original  contracts. 
They  have  all  been  in  the  stipulation  so  it  will  be 
unnecessary  to  show  the  handwriting. 

Mr.  Mather:     They  are  all  stipulated. 

Q.  (By  Mr.  Ehrlich) :  You  are  the  Mr.  Hark- 
ness who  is  mentioned  in  the  partnership  agree- 
ment which  was  signed  by  you,  your  wife,  your  son, 
and  your  daughter  which  was  effective  December  31, 
1942;  is  that  correct? 

A.  I  am  designated  as  Floyd  J.  Harkness  in 
there.  My  son  is  designated  as  Floyd  J.  Hark- 
ness, Jr. 

Q.  And  your  daughter  is  designated  as  Harriet 
Harkness  Colgate?  A.     That's  right. 

Q.    And  your  wife  as  Molly? 

A.     Molly  A.  Harkness. 

Q.  Mr.  Harkness,  will  you  please  relate  to  the 
Court  just  when  you  organized  the  first  co-part- 
nership in  the  fruit  packing  business?  [30] 

A.  Well,  the  first  co-partnership  w^as  organized 
in  1923.  I  had  working  arrangements  with  other 
fruit  companies  on  a  salary  and  bonus  percentage 
basis  prior  to  that  date,  but  the  actual  filing  of  a 
certificate  of  doing  business  under  fictitious  title 
and  operating  as  such  was  in  1923.  There  were 
three  partners  in  that  deal,  H.  H.  Wilhelm  of  Di- 
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nuba,   California,    Charles   H.    Jasper   of   Fresno, 

California,  and  myself. 

That  three-way  partnership  continued  for  a 
period  of  one  year.  Mr.  Wilhelm  didn't  get  along 
with  Mr.  Jasper  and  myself  and  saw  fit  to  with- 
draw at  the  end  of  the  first  year. 

Mr.  Jasper  and  myself  continued  to  operate  as  a 
partnership  until  the  end  of  1936.  Mr.  Jasper  was 
some  18  years  older  than  myself,  and  he  was  at  that 
age  in  life  when  he  was  afraid  to  take  chances.  The 
fruit  business  had  turned  to  where  a  man  either  had 
to  take  chances  or  just  get  out  of  the  business. 

We  had  very  little  capital.  Our  joint  capital  at 
the  end  of  1936  was  slightly  in  excess  of  $6,000  in 
cash.  We  owned  two  ranches  together,  a  160-acre 
vineyard  and  a  40-acre  vineyard  and  orchard.  We 
had  packing  houses  at  that  time  at  Lodi,  California ; 
Clovis,  California ;  Sanger,  California ;  Exeter,  Cali- 
fornia; Arvin,  California. 

In  appraisal  of  our  assets,  neither  one  of  us  had 
sufficient  money  to  buy  out  the  other  party,  so  it 
was  a  proposition  of  trading.  The  consummation 
of  that  trade  was  that  I  took  over  the  packing 
houses  and  the  picking  boxes  and  equipment,  etc., 
and  Mr.  Jasper  took  over  the  two  ranches.  Each 
one  of  us  took  half  of  the  bank  balance  which  we 
had,  as  I  stated,  approximately  $6,000.  I  took 
$3,300,  I  believe  it  was,  and  he  took  an  equal 
amount. 

Q.    When  did  you  commence  operating  as  a  pro- 
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prietorship  under  the  name  ''United  Packing  Co/' 

with  yourself  and  your  wife,  approximately? 

A.     January,  1937. 

Q.     And  you  continued  how  long? 

A.  I  continued  to  operate  as  a  proprietorship 
or  individual  until  December  31,  1942. 

Q.     What  occurred  on  December  31,  1942  ? 

A.  I  sold  an  interest  in  a  part  of  my  assets  to 
my  son  Floyd  J.  Harkness,  Jr.,  and  Harriet  Hark- 
ness Colgate,  my  daughter. 

Q.  At  that  time  where  were  you  operating  prior 
to  the  consummation  of  the  partnership? 

A.     Our  main  office  was  at  Fresno,  California. 

Q.  I  will  show  you  a  map.  Does  this  map  indi- 
cate the  scope  of  the  activities  which  you  were  un- 
dertaking at  that  time?  A.     It  does.  [32] 

Q.  Does  it  also  show  the  commodities  which  you 
were  engaged  in  buying  and  selling? 

A.     Yes,  by  districts. 

Q.  What  was  the  relative  distance  that  your  ac- 
tivities comprehended  ? 

A.  Well,  Arvin  was  127  miles  south  of  Fresno 
and  Lodi  was  138  miles  north  of  Fresno. 

Mr.  Ehrlich:  I  ask  that  be  introduced  in  evi- 
dence. 

Mr.  Mather:     No  objection. 

The  Court:     Admitted  as  Petitioner's  Exhibit  13. 

(Whereupon  the  document  marked  Petition- 
er's Exhibit  13  for  identification  was  received.) 


110 


Molly  A,  Harkness  vs. 


PETITIOXER'S  EXHIBIT  NO.  13 
(Admitted  January  11,  1949.) 

[Petitioner's  Exhibit  No.  13,  a  map  of  California, 
is  in  the  custody  of  the  Clerk  of  the  Court  of  Ap- 
peals for  the  Ninth  Circuit.] 
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Q.  (By  Mr.  Ehrlich)  :  At  the  time  that  this 
partnership  was  created,  you  and  your  wife  had  cer- 
tain community  property,  did  you  not? 

A.    We  did. 

Q.  I  am  showing  you  a  statement.  To  save  time, 
might  I  explain  this,  Mr.  Mather:  I  have  prepared 
here  a  statement  showing  the  assets  and  liabilities 
of  United  Packing  Company,  a  co-partnership,  as 
of  the  date  12/31/42;  then  the  assets  which  were 
turned  over  to  the  partnership  as  of  1/1/43;  then 
the  personal  property  of  Mr.  and  Mrs.  Harkness. 

I  show  you  this  document  and  ask  you  if  I  have 
correctly  described  it.  A.     Yes,  you  have.  [33] 

Q.  Was  that  prepared  under  your  direction  and 
control  ?  A.     It  was. 

Q.     It  accurately  reflects  your  books  and  records? 

A.     Yes,  sir. 

Mr.  Ehrlich:  I  ask  that  that  be  marked  Peti- 
tioners' next  in  order  and  offer  it  in  evidence,  as 
petitioners'  next  in  order. 

(Whereupon  the  document  was  marked  for 
identification  as  Petitioners'  Exhibit  14.) 

Mr.  Mather:     No  objection. 

The  Court:     Admitted  as  Petitioners'  Exhibit  14. 

(Whereupon  the  document  marked  Petition- 
ers' Exhibit  14  for  identification  was  received.) 
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Q.  (By  Mr.  Ehrlich)  :  On  January  1,  1943,  did 
the  partnership  now  consisting  of  your  wife  and 
your  son,  your  daughter  and  yourself  continue  in 
the  same  activity?  A.     We  did. 

Mr.  Ehrlich :  By  the  way,  I  have  here  the  origi- 
nal certificate  of  co-partnership  of  transacting  busi- 
ness under  fictitious  name,  and  I  have  made  a  copy. 
Is  there  any  objection  if  I  introduce  in  evidence, 
Mr.  Mather,  a  copy  of  that  ? 

Mr.  Mather:     No  objection. 

Mr.  Ehrlich:  I  would  like  to  introduce  at  this 
time  the  certificate  of  co-partnership  of  transacting 
business  under  [34]  fictitious  name. 

(Whereupon  the  document  was  marked  for 
identification  as  Petitioners'  Exhibit  15.) 

The  Court:     Is  the  original  certified? 

Mr.  Ehrlich:  It  is  notarized,  yes,  your  Honor. 
I  haven't  had  this  certified. 

The  Court :  That  is  all  right.  I  thought  you  had 
a  certificate  from  some  official. 

Mr.  Ehrlich:  Yes,  we  have  a  system  in  Califor- 
nia when  doing  business  under  a  fictitious  name  that 
you  file  this  as  a  co-partnership,  it  has  to  be  no- 
tarized before  a  notary  public  of  California. 

The  Court :  You  can  offer  a  copy.  I  understand 
there  is  no  objection  to  the  copy. 

Mr.  Ehrlich :  I  would  also  like  to  have  it  appear 
in  evidence.  I  offer  it  in  evidence  as  Petitioners' 
next  in  order. 

The  Court:     Admitted  as  Petitioners'  Exhibit  15. 
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(Whereupon  the  document  marked  Petition- 
ers' Exhibit  15  for  identification  was  received.) 


PETITIONERS'  EXHIBIT  No.  15 

Certificate    of   Co-Partnership    Transacting 
Business  Under  Fictitious  Name 

We,  the  undersigned,  hereby  certify  that  we  are 
co-partners  engaged  in  and  carrying  on  a  general 
business  of  growing,  packing,  shipping  and  the 
distribution  of  fresh  fruits  and  vegetables  in  the 
State  of  California,  under  the  firm  name  and  style 
of '^United  Packing  Co.'': 

That  the  principal  place  of  said  co-partnership 
is  at  216  Rowell  Building,  Fresno,  California. 

That  Floyd  J.  Harkness  is  the  general  manager 
of  said  company  and  in  full  charge  of  all  of  the 
business  operations  of  said  company. 

That  the  names  in  full  of  all  of  said  co-partners 
and  their  respective  places  of  residence  are  as 
follows,  to-wit: 

Floyd  J.  Harkness,  residing  at  3767  Hunting- 
ton Boulevard,  Fresno,  California. 

Molly  A.  Harkness,  residing  at  3767  Hunting- 
ton Boulevard,  Fresno,  California. 

Floyd  James  Harkness,  Jr.,  residing  at  3767 
Huntington  Boulevard,  Fresno,  California. 

Harriet    Harkness    Colgate,    residing    at    59 
South  Champion  Street,  Columbus,  Ohio. 
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In  Witness  Whereof,  we  have  hereunto  set  our 
hands  this  12th  day  of  November,  1942. 

FLOYD  J.  HARKNESS. 

MOLLY  A.  HARKNESS. 

FLOYD  JAMES  HARKNESS,  JR. 

HARRIET  HARKNESS 

COLGATE. 

State  of  California, 
County  of  Fresno — ss. 

On  this  12th  day  of  November,  1942,  before  me, 
Julius  Hansen,  a  Notary  Public  in  and  for  said 
County  and  State,  residing  therein,  duly  commis- 
sioned and  sworn,  personally  appeared,  Floyd  J. 
Harkness,  Molly  A.  Harkness  and  Floyd  James 
Harkness,  Jr.,  known  to  me  to  be  the  persons  de- 
scribed in,  whose  names  are  subscribed  to  and  who 
executed  the  within  instrument  and  acknowledged 
that  they  executed  the  same. 

In  Witness  Whereof  I  have  hereunto  set  my  hand 
and  affixed  my  official  seal  at  my  office  in  said 
County  the  day  and  year  in  this  Certificate  first 
above  written. 

JULIUS  HANSEN, 
Notary  Public  in  and  for  the  County  of  Fresno, 
State  of  California. 
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State  of  Ohio, 

County  of  Franklin — ss. 

On  this  28th  day  of  November,  1942,  before  me, 
N.  R.  Hall,  a  Notary  Public  in  and  for  said  County 
and  State,  residing  therein,  duly  commissioned  and 
sworn,  personally  appeared  Harriet  Harkness  Col- 
gate, known  to  me  to  be  the  person  described  in, 
w^hose  name  is  subscribed  to  and  who  executed  the 
within  instrument  and  acknowledged  that  she  exe- 
cuted the  same. 

In  Witness  Whereof,  I  have  hereunto  set  my 
hand  and  affixed  my  official  seal  at  my  office  in  said 
County  the  day  and  year  in  this  Certificate  first 
above  w^ritten. 

N.  R.  HALL, 
Notary  Public  in  and  for  the  County  of  Franklin, 
State  of  Ohio. 

Admitted  January  11,  1949. 


Mr.  Ehrlich:  It  appears  that  on  this  document 
I  neglected  to  put  the  face  on.  If  I  may  read  into 
the  record,  it  is  dated  November  12,  1942,  recorded 
at  the  request  of  United  Packing  Company  10  min- 
utes past  3:00  iD.m.,  Volume  2054,  Official  Records 
P.  Q.  478  et  seq,  February  4,  1943,  Fresno,  [35] 
County,  California,  I.  E.  Farley,  County  Recorder, 
by  Deputy  Recorder. 

Q.     (By  Mr.   Ehrlich):     Mr.   Harkness,   at   the 
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time  you  sold  the  interest  in  the  partnership  to 
your   children,   did  you   receive   promissory   notes 
from  them?  A.     I  did. 

Q.  I  show  you  a  document.  Will  you  please  ex- 
plain what  that  is? 

I  might  do  it  to  save  time.  Is  there  any  objec- 
tion, Mr.  Mather? 

Mr.  Mather:     No  objection. 

Mr.  Ehrlich :  I  have  before  me  the  original  note 
which  Floyd  J.  Harkness,  Jr.,  gave  to  his  father 
In  the  sum  of  $33,168.36,  dated  January  2,  1943. 

Q.  (By  Mr.  Ehrlich) :  Is  that  the  note  that 
your  son  gave  you?  A.     It  is. 

Mr.  Ehrlich:  I  ask  that  that  be  introduced  in 
<^.vidence. 

(Whereupon  the  document  was  marked  for 
identification  as  Petitioners'  Exhibit  16.) 

Mr.  Mather:     No  objection. 

The  Court:     That  will  be  Petitioners'  Exhibit  16. 

(Whereupon  the  document  marked  Petition- 
ers' Exhibit  16  for  identification  was  received.) 
[36] 


PETITIONERS'  EXHIBIT  No.  16 

Fresno,  California,  January  2,  1943. 
$33,168.35 

On  demand,  after  date,  for  value  received,  I 
promise  to  pay  to  Floyd  J.  Harkness,  or  order,  at 
Fresno,  California,  the  sum  of  Thirty-Three  Thou- 
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sand,  One  Hundred  Sixty-Eight  and  35/100  Dol- 
lars, with  interest  from  date  hereof  until  paid,  at 
the  rate  of  4  per  cent  per  annum  payable  annually, 
also  to  pay  a  reasonable  attorneys'  fee  and  costs 
of  suit  in  case  suit  is  brought  to  compel  payment 
hereof. 

Should  interest  not  be  so  paid  it  shall  become  part 
of  the  principal  and  thereafter  bear  like  interest. 
Should  default  be  made  in  payment  of  interest  when 
due,  the  whole  sum  of  principal  and  interest  shall, 
at  the  option  of  the  holder  of  this  note  become  im- 
mediately due.  Principal  and  interest  payable  in 
United  States  lawful  money.  This  note  is  secured 
by  my  one-fourth  interest  in  the  United  Packing 
Co.  of  Fresno,  California. 

FLOYD  J.  HARKNESS,  JR. 

Paid  in  fuU  12/31/43. 

F.  J.  HARKNESS. 

Admitted  January  11,  1949. 


Mr.  Ehrlich :     May  I  substitute  a  copy  ? 

The  Court:  You  may  substitute  a  copy  if  there 
is  no  objection. 

Mr.  Ehrlich:     Thank  you,  your  Honor. 

The  Court:  Do  you  have  the  ribbon  copies  of 
that  for  the  record  ? 

Mr.  Ehrlich:     Yes. 

I  have  now  in  my  hand  a  promissory  note  signed 
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by  Harriet  Harkness  Colgate  and  William  H.  Col- 
gate, Jr.,  dated  January  2,  1943,  in  the  sum  of  $34,- 
560.40. 

Q.  (By  Mr.  Ehrlich) :  Is  that  the  note  that 
your  daughter  and  son-in-law  gave  you  and  your 
wife  in  payment  on  the  interest  in  the  partnership  ? 

A.     It  is. 

Mr.  Ehrlich:  I  ask  that  that  be  introduced  as 
Petitioners'  next  in  order. 

(Whereupon  the  document  was  marked  for 
identification  as  Petitioners'  Exhibit  17.) 

The  Court:     Admitted  as  Petitioners'  Exhibit  17. 

(Whereupon  the  document  marked  Petition- 
ers' Exhibit  17  for  identification  was  received.) 


PETITIONERS'  EXHIBIT  No,  17 

Fresno,  California,  January  2,  1943 
$34,560.40 

On  demand,  after  date,  for  value  received,  I 
promise  to  pay  to  Floyd  J.  Harkness,  or  order,  at 
Fresno,  California,  the  sum  of  Thirty-Four  Thou- 
sand, Five  Hundred  Sixty  and  40/100  Dollars,  with 
interest  from  date  hereof  until  paid,  at  the  rate  of 
4  per  cent  per  annum  payable  annually,  also  to  pay 
a  reasonable  attorney's  fee  and  costs  of  suit  in  case 
suit  is  brought  to  compel  payment  hereof. 

Should  interest  not  be  so  paid  it  shall  become 
part  of  the  principal  and  thereafter  bear  like  in- 
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terest.  Should  default  be  made  in  payment  of  in- 
terest when  due,  the  whole  sum  of  principal  and 
interest  shall,  at  the  option  of  the  holder  of  this 
note  become  immediately  due.  Principal  and  inter- 
est payable  in  United  States  lawful  money.  This 
note  is  secured  by  my  one-fourth  interest  in  the 
United  Packing  Co.  of  Fresno,  California. 

HARRIET  HARKNESS 
COLGATE. 

WILLIAM  H.  COLGATE,  JR. 

Paid  in  full  12/31/43. 

F.  J.  HARKNESS. 

Admitted  January  11,  1949. 


Mr.  Ehrlich :  And  may  I  be  permitted  to  substi- 
tute a  copy? 

The  Court:  You  may  substitute  a  copy  for  the 
original.  [37] 

Mr.  Ehrlich:  For  your  Honor's  information, 
there  appears  on  the  face  of  the  note  ^^Paid  in  full 
12/31/43,  Floyd  J.  Harkness,''  on  both  notes. 

The  Court :     Does  that  appear  on  the  copies  also  ? 

Mr.  Ehrlich:  Yes,  that  is  on  the  copy,  your 
Honor.     Thank  you. 

In  order  to  expedite  matters,  I  have  in  my  hand 
a  statement,  a  sheet  of  paper  which  is  the  income 
of  Floyd  J.  Harkness  and  Molly  A.  Harkness  from 
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community  property  not  included  in  capital  and 
assets  of  United  Packing  Company,  a  co-partner- 
ship, for  the  years  1943  to  '47.  It  shows  what  in- 
dividual incomes  they  had  other  than  what  was 
turned  over  to  the  partnership. 

Q.  (By  Mr.  Ehrlich)  :  Was  that  prepared  from 
the  books  and  records  of  the  corporation,  showing 
you  this  document  ?  A.     It  was. 

Mr.  Ehrlich:  I  would  like  to  introduce  this  in 
evidence,  if  your  Honor  please. 

(Whereupon  the  document  was  marked  for 
identification  as  Petitioners'  Exhibit  18.) 

Mr.  Mather:  If  your  Honor  please,  I  have  no 
objection  to  the  document  except  for  the  years  not 
involving  our  taxable  year,  which  are  '44,  '45,  '46, 
and  '47.  I  will  object  to  that  as  immaterial.  I  have 
no  objection  to  '43.  [38] 

The  Court :     Are  you  confining  it  to  '43  then  ? 

Mr.  Ehrlich :  Let  me  first  ask  that — may  I  read 
into  the  record,  I  make  this  offer  in  two  parts.  The 
books  and  records  of  Floyd  J.  Harkness  and  Molly 
A.  Harkness  indicate  that  their  income  from  com- 
munity property  not  included  in  the  capital  assets 
of  United  Packing  Company,  a  co-partnership,  for 
the  year  1943,  was  $11,426.76. 

Mr.  Mather:     I  have  no  objection  to  that. 

Mr.  Ehrlich :  I  make  the  offer  of  the  other  years, 
1944,  '45,  '46,  and  '47. 

The  Court:  What  is  the  purpose  of  the  addi- 
tional offer? 
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Mr.  Ehrlich:  Merely  to  show  that  during  the 
years  there  were  no  gifts  made  and  that  the  father 
and  mother  retained  these  other  properties,  and 
that  they  did  not  at  any  subsequent  date  turn  over 
to  the  family  property,  to  show  the  atmosphere  and 
surrounding  circumstances  and  bona  fides  as  bearing 
on  our  theory. 

The  Court:     That  wouldn't  show  that,  would  if? 

Mr.  Ehrlich:  I  thought  it  was  relevant  testi- 
mony. 

The  Court:  It  just  shows  they  had  certain  in- 
come aside  from  that  received  through  the  part- 
nership. 

Mr.  Ehrlich :     That  is  correct,  your  Honor. 

Mr.  Mather:  I  might  explain  my  objection  a  lit- 
tle further.  I  understand  that  the  subsequent  years 
are  pending  [39]  before  the  Bureau,  and  I  haven't 
checked  these  figures  for  subsequent  years  and  I 
wouldn't  want  them  in  the  record  without  objection. 
I  don't  dispute  that  your  books  show  that. 

Mr.  Ehrlich :  We  have  them  here  if  there  is  any 
question  about  it. 

The  Court:  I  will  overrule  the  objection.  It 
may  be  admitted  as  Petitioners'  Exhibit  18. 

(Whereupon  the  document  marked  Petition- 
ers' Exhibit  18  for  identification  was  received.) 
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PETITIONERS'  EXHIBIT  No.  18 

Income  of  Floyd  J.  Harkness  and  Molly  A.  Hark- 
ness From  Commmiity  Property  Not  Included 
in  Capital  and  Assets  of  United  Packing  Co., 
a  Co-Partnership 

Year 

1943  $11,426.76 

1944  18,347.22 

1945  4,492.07 

1946  47,862.32 

1947  12,960.60 


Admitted  January  11,  1949. 


Q.  (By  Mr.  Ehrlich)  :  Mr.  Harkness,  when  did 
your  son  first  start  working  for  you?  I  am  not 
talking  about  the  partnership  now  of  January  1, 
'43,  but  when  did  he  first  start  working  for  you  ? 

A.  His  first  activity  in  the  friut  business  was 
during  the  period  of  my  partnership  with  Mr. 
Jasper. 

Q.     How  old  was  he  at  that  time,  about? 

A.  Well,  I  don't  recall  the  exact  year  that  he 
started,  but  I  do  know  that  he  worked  on  Mr.  Jas- 
per's and  my  ranches  as  well  as  worked  in  the 
packing  houses  on  various  occasions,  summer  vaca- 
tions. Usually  in  California  the  school  vacation  is 
the  busiest  part  of  the  packing  season,  June,  July, 
and  August. 
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Q.     That  is  the  height  of  the  season? 

A.     That's  right. 

Q.  And  he  worked  off  and  on  when  you  and  Mr. 
Jasper  were  [40]  partners  from  1924  to  '37  or 
thereabouts  ? 

A.  No,  not  as  far  back  as  1924.  I  would  judge 
that  he  was  of  high  school  age  when  he  first  started. 

Q.  Did  he  at  any  time  definitely  work  for  you 
after  you  severed  your  relations  with  Mr.  Jasper? 

A.  He  did.  He  worked,  continued  to  work,  and 
he  ran  several  districts  for  me. 

Q.  When  was  that?  When  did  he  actively  iden- 
tify himself  with  your  activities?  A.     1937. 

Q.     Will  you  please  explain  that  to  the  Court? 

A.  I  partially  explained  that  before,  Mr.  Ehr- 
lich,  but  as  I  stated,  Mr.  Jasper  and  I  divided  up. 
I  took  the  operation  end  of  the  partnership  and 
some  $3,300  in  cash.  Frankly,  I  didn't  have  the 
money  to  operate  the  packing  houses  I  had  taken  in 
trade,  and  I  wasn't  too  good  a  risk  for  the  banks 
at  that  time,  so  I  had  to  skimp  by.  My  son  stayed 
out  of  college  the  whole  fall  of  1937,  which  is  the 
shipping  season  of  our  business,  and  devoted  his 
entire  time  to  the  activity  of  the  United  Packing 
Company.  He  resumed  his  college  attendance  in 
February  of  1938  and  continued  on  until  the  sum- 
mer vacation  of  1938,  when  he  again  worked  for  me. 

Q.     Did  he  work  for  you  in  the  summer  of  '39? 

A.    He  did. 

Q.     '40?  [41]  A.     He  did. 

Q.     When  did  he  graduate  from  college? 
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PETITIONERS'  EXHIBIT  No.  18 

Income  of  Floyd  J.  Harkness  and  Molly  A.  Hark- 
ness From  Commmiity  Property  Not  Included 
in  Capital  and  Assets  of  United  Packing  Co., 
a  Co-Partnership 

Year 

1943  $11,426.76 

1944  18,347.22 

1945  4,492.07 

1946  47,862.32 

1947  12,960.60 


Admitted  January  11,  1949. 


Q.  (By  Mr.  Ehrlich)  :  Mr.  Harkness,  when  did 
your  son  first  start  working  for  you?  I  am  not 
talking  about  the  partnership  now  of  January  1, 
'43,  but  when  did  he  first  start  w^orking  for  you  ? 

A.  His  first  activity  in  the  friut  business  was 
during  the  period  of  my  partnership  with  Mr. 
Jasper. 

Q.     How  old  was  he  at  that  time,  about? 

A.  Well,  I  don't  recall  the  exact  year  that  he 
started,  but  I  do  know  that  he  worked  on  Mr.  Jas- 
per's and  my  ranches  as  w^ell  as  worked  in  the 
packing  houses  on  various  occasions,  summer  vaca- 
tions. Usually  in  California  the  school  vacation  is 
the  busiest  part  of  the  packing  season,  June,  July, 
and  August. 
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Q.     That  is  the  height  of  the  season? 

A.     That's  right. 

Q.  And  he  worked  off  and  on  when  you  and  Mr. 
Jasper  were  [40]  partners  from  1924  to  '37  or 
thereabouts  % 

A.  No,  not  as  far  back  as  1924.  I  would  judge 
that  he  was  of  high  school  age  when  he  first  started. 

Q.  Did  he  at  any  time  definitely  work  for  you 
after  you  severed  your  relations  with  Mr.  Jasper? 

A.  He  did.  He  worked,  continued  to  work,  and 
he  ran  several  districts  for  me. 

Q.  When  was  that?  When  did  he  actively  iden- 
tify himself  with  your  activities?  A.     1937. 

Q.     Will  you  please  explain  that  to  the  Court  ? 

A.  I  partially  explained  that  before,  Mr.  Ehr- 
lich,  but  as  I  stated,  Mr.  Jasper  and  I  divided  up. 
I  took  the  operation  end  of  the  partnershij)  and 
some  $3,300  in  cash.  Frankly,  I  didn't  have  the 
money  to  operate  the  packing  houses  I  had  taken  in 
trade,  and  I  wasn't  too  good  a  risk  for  the  banks 
at  that  time,  so  I  had  to  skimp  by.  My  son  stayed 
out  of  college  the  whole  fall  of  1937,  which  is  the 
shipping  season  of  our  business,  and  devoted  his 
entire  time  to  the  activity  of  the  United  Packing 
Company.  He  resumed  his  college  attendance  in 
February  of  1938  and  continued  on  until  the  sum- 
mer vacation  of  1938,  when  he  again  worked  for  me. 

Q.     Did  he  work  for  you  in  the  summer  of  '39  ? 

A.    He  did. 

Q.     '40?  [41]  A.     He  did. 

Q.     When  did  he  graduate  from  college? 
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A.     June  in  1941. 

Q.  What  did  he  do  when  he  graduated  from 
college  'F 

A.  He  immediately  went  to  work  for  United 
Packing  Company. 

Q.  When  you  say  ^^ United  Packing"  you  mean 
the  business  conducted 

A.    By  Mrs.  Harkness  and  myself. 

Q.  United  Packing  Company  proprietorship. 
What  compensation  did  you  pay  him  for  his  serv- 
ices during  '41? 

A.  1941  he  got  the  regular  field  man's  wages  of 
$150  a  month,  and  while  I  had  one  field  man  that 
was  getting  25  per  cent  of  the  net  profits  I  rea- 
soned with  my  son  that  I  couldn't  afford  to  pay 
him  any  such  percentage,  there  would  be  nothing 
left  for  myself.  So  we  settled  on  a  basis  of  five  per 
cent. 

Q.  So  during  '41  your  son  got  the  regular  field 
man's  salary  and  five  per  cent  of  the  profits? 

A.  Yes.  I  might  add  he  wanted  at  that  time  to 
become  interested  in  the  business,  but  I  explained 
to  him  that  there  were  so  many  already  associated 
in  the  business  on  a  high  percentage  basis  that  I 
couldn't  take  him  in  at  that  time,  but  I  would  give 
him  a  definite  promise  that  I  would  make  room  for 
him  before  the  1942  season  rolled  around. 

Q.  By  the  way,  would  you  explain  to  the  Court 
the  quality  [42]  of  personnel  that  is  required  for 
an  operation  such  as  you  have  so  the  Court  will 
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understand  the  bonus  and  percentage  deals  that  you 

had  as  shown  in  the  stipulation  ? 

A.  Well,  the  fruit  business  is  highly  specialized. 
All  the  commodities  we  handle  are  perishable  in 
nature.  Their  value  is  determined  by  the  edibility, 
the  eating  quality ;  their  price  is  also  predicated  on 
their  general  appearance.  Our  shipments  of  our 
commodities  are  to  the  48  states  of  the  Union.  Prior 
to  the  war  w^e  exported  principally  grapes  to  the 
South  Pacific,  Australia,  India,  to  Europe,  and  a 
person  really  had  to  know  quality  from  the  consum- 
ing public  ^s  viewpoint,  and  he  had  to  know  grapes 
and  fruit — we  handled  a  lot  of  peaches  and  nectar- 
ines that  would  carry  by  freight,  which  is  from  five 
to  eleven  days  in  transit,  and  arrive  at  destination 
in  a  satisfactory  condition  to  enable  us  to  get  a 
reasonable  price  for  the  fruit. 

The  Court:     Do  you  refrigerate  your  cars'? 

The  Witness:  Yes,  sir.  Some  of  our  shipments 
are  by  Railway  Express  in  refrigerated  cars.  Mostly 
they  are  in  railroad  freight  cars,  refrigerated  cars. 

Mr.  Ehrlich:  If  your  Honor  please,  I  will  take 
the  time  of  the  Court  at  this  time,  and  without  tak- 
ing Mr.  Harkness'  time,  your  Honor,  we  have  at- 
tached to  the  stipulation  a  list  of  the  bonuses  paid 
and  percentages  i)aid  to  various  employees. 

The  Court:     It  is  in  the  stipulation?  [43] 

Mr.  Ehrlich :  In  the  stipulation.  There  is  a  great 
deal  covered  in  the  stipulation,  your  Honor,  so  it 
may  appear  that  we  have  gaps  here,  but  I  think 
when  your  Honor  examines  the  stipulation  you  will 
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find  a  great  deal  of  the  matter  is  covered  by  the 

stipulation  here.    I  just  wanted  to  explain  that. 

Q.  (By  Mr.  Ehrlich)  :  How  long  did  your  son 
continue  working  for  you  during  '41,  all  year  '41  ? 

A.  From  June — well,  he  graduated,  I  think,  on 
a  Thursday,  and  w^ent  to  work  on  Friday.  We 
were  actually  shipping  plums  on  the  day  he  gradu- 
ated, so  it  was  necessary  for  him  to  go  to  work  at 
once. 

Q.     And  he  continued  with  you  until  when? 

A.  Until  he  enlisted  in  the  Army,  shortly  after 
Pearl  Harbor. 

Q.  At  the  time  he  enlisted  in  the  Army  he  had 
a  draft  deferment  as  essential? 

A.  Yes,  he  had  received  two  deferments,  one  to 
complete  his  college  education,  and  then  immedi- 
ately they  gave  him  an  exemption  on  account  of  his 
agricultural  activities. 

Q.  Isn't  it  a  fact  that  just  prior  to  Pearl  Harbor 
he  had  received  another  deferment  because  of  his 
activities  with  your  business? 

A.     I  think  that  is  so. 

Q.  And  that  he  waived  that  deferment  and  en- 
listed in  [44]  January  of  '41? 

A.     January,  '42,  he  enlisted. 

Q.     Excuse  me,  January,  '42?  A.     Yes. 

Q.    When  did  he  return  to  Fresno  ? 

A.  The  first  week  of  January,  1946.  I  don't 
know  whether  it  was  the  4th  or  5th. 

Q.  And  he  has  continued  working  for  you  since 
his  return  from  the  Army,  is  that  correct? 
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A.     He  has. 

Q.  Now,  with  reference  to  your  son-in-law — by 
the  way,  your  son-in-law  enlisted  in  the  service, 
didn't  he? 

A.  He  volunteered  to  go  with  the  very  first  con- 
tingent of  draftees  that  left  Fresno,  with  this 
thought  in  mind — this  he  told  me,  so  it  is  not  hear- 
say: the  draftees  were  expected  to  serve  one  year; 
that  was  before  Pearl  Harbor,  military  training 
of  one  year,  and  he  was  anxious  to  serve  his  one 
year  and  get  out  and  get  into  business  for  himself. 

Q.     When  did  he  return  from  the  service  ? 

A.     About  the  1st  of  October,  1944. 

Q.     When  did  he  commence  working  for  you? 

A.     Within  the  next  two  or  three  days. 

Q.     And  he  has  been  working  for  you  ever  since  ? 

A.     Yes,  sir,  continuously. 

Q.  And  he  became  a  member  of  the  partnership 
as  appears  [45]  from  the  contracts  on  January  1, 
1945,  is  that  correct? 

A.  He  was  permitted  to  become  an  active  par- 
ticipant in  the  partnership. 

The  Court:  Let's  see,  did  he  and  his  wife.  Peti- 
tioner's daughter,  split  the  25  per  cent  interest  that 
she  had  previously? 

The  Witness:    Yes,  sir,  that's  right. 

Mr.  Ehrlich:  That  appears  under  one  of  the  ex- 
hibits in  the  case,  your  Honor,  the  supplemental 
agreement  to  the  partnership  dated  January  16, 
1945. 
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The  Court:    All  right. 

Q.  (By  Mr.  Ehrlich)  :  Will  you  please  relate 
the  conversation  had  with  your  son  with  respect 
to  the  formation  of  the  partnership  of  January  1, 
1943? 

A.  Well,  at  the  time  that  I  made  the  arrange- 
ments with  him  for  1941,  that  is,  just  after  he  got 
out  of  college,  he  wanted  at  that  time  to  become 
a  partner,  and  as  I  explained  to  him,  I  was  already 
burdened  with  a  Mr.  Steiger  who  was  getting  25 
per  cent  of  my  profits,  Mr.  Sorensen  who  was 
getting  25  per  cent  of  my  profits,  Mr.  Scoggins  who 
was  getting  a  salary  and  10  per  cent,  and  I  think  I 
had  two  or  three  others  on  a  salary  and  bonus  basis, 
so  that  I  just  couldn't  afford,  with  the  load  already 
contracted  for,  high  percentage  men,  to  take  on  any 
further  obligation;  but  I  would  go  along  with  him 
on  a  salary  plus  five  per  cent  basis  in  1941.  He 
accepted  that  with  reluctance,  but  I  promised  him 
that  I  would  somehow  change  my  affairs  so  that 
he  could  become  a  partner  before  the  1942  season 
rolled  around. 

Q.     Continue  then,  what  occurred  during  1942  '^ 

The  Court:  You  used  that  w^ord  ^^ Partner."  You 
mean  in  the  sense  of  participating  in  the  profits, 
or  a  real  technical  partnership  *? 

The  Witness:     With  my  son? 

The  Court:    Yes. 

The  Witness:  I  was  going  to  take  him  in  as  a 
partner.  That  had  been  discussed  ever  since  he 
was  of  high  school  age. 
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With  the  other  parties  operating  with  me  on  high 
percentage  basis,  I  had  to  guarantee  them  not  only 
a  salary  of  a  minimum  amount  they  would  earn,  but 
I  had  two  cases  where  I  gave  them  25  per  cent  of 
the  net  profits  of  the  business. 

The  Court :  That  was  their  compensation ;  it  was 
your  business,  they  were  not  partners  ? 

The  Witness:  That's  right.  In  the  case  of  Mr. 
Sorensen  where  we  financed  the  purchase  of  a  ranch, 
50  per  cent  interest  to  an  employee  to  hold  him 
in  the  business,  that  was  a  true  partnership;  he 
had  an  undivided  one-half  interest  in  a  300-acre 
vineyard  and  orchard.  [47] 

The  Court :  That  was  outside  of  this  partnership 
we  have  before  us  ? 

The  Witness:  No,  that  is  tied  in  with  this  part- 
nership. 

Q.  (By  Mr.  Ehrlich)  :  Continue  the  conversa- 
tions with  your  son  regarding  the  fonnation  of  the 
partnership. 

A.  Well,  as  everyone  knows,  December  7,  1941, 
the  Pearl  Harbor  incident  occurred.  Congress  im- 
mediately declared  war.  At  that  time  there  was 
so  much  going  on  my  son  said,  '* Let's  forget  the 
business  for  the  minute.    I  am  going  to  enlist." 

He  was  anxious  to  get  into  the  Air  Corps,  and  he 
enlisted  and  went  with  a  contingent  from  Fresno 
about  the  middle  of  January,  1942,  to  Shepherd 
Field,  Texas.  But  for  the  year  1942  he  was  sta- 
tioned first  in  one  place,  then  in  another,  and  con- 
tinuously in  his  letters  to  me  he  wanted  to  know 
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whether  it  couldn't  be  arranged.  He  had  been  told 
that  we  were  allowed  to  continue  payment  of  his 
wages  by  the  Wage  Stabilization  Board,  and  he  saw 
no  reason  why  we  couldn't  go  ahead  with  our  orig- 
inal partnership  arrangement. 

During  that  time  he  was  stationed  in  Texas  and 
Colorado  and  Presque  Isle,  Maine,  and  he  went  to 
Officers  Training  School  at  Miami,  Florida,  was 
commissioned  a  lieutenant  in  October  of  1942.  [48] 

He  stopped  off  in  Fresno  en  route  under  orders 
to  Hamilton  Field,  Marin  County,  California,  and 
at  that  time  with  legal  advice,  as  I  have  stated,  we 
formed  the  partnership,  when  he  was  traveling 
under  orders,  and  stopped  over  in  Fresno. 

For  a  period  after  the  partnership  was  formed, 
he  was  stationed  at  Hamilton  Field  until  the  22nd 
or  23rd  of  December,  1943,  when  he  was  flown  to 
India.  During  that  period  of  a  year  that  he  was 
stationed  at  Hamilton  Field,  he  was  home  prac- 
tically every  other  week-end,  and  w^e  carried  on  the 
business  there  with  him  nearby  and  correspondence 
with  my  daughter  and  son-in-law  who  were  sta- 
tioned in  Columbus,  Ohio,  most  of  the  time,  part  of 
the  time  at  Camp  Lee,  Virginia. 

Q.  It  was  during  the  fall,  then,  of  '42  that  these 
discussions  occurred  with  your  son  with  reference 
to  the  formation  of  the  partnership,  and  the  part- 
nership was  formed  prior  to  his  leaving  for  India? 

A.  Yes,  sir.  The  actual  formation  of  the  part- 
nership was  while  he  was  stationed  at  Hamilton 
Field,  California. 
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Q.  You  had  some  discussions  with  your  daugh- 
ter, did  you  not,  and  your  son-in-law,  respecting  the 
formation  of  this  partnership?  A.     Well 

Q.     You  can  answer  that  *'Yes''  or  ^^No." 

A.    Yes.  [49] 

Q.  Will  you  please  describe  to  the  Court  the 
period  during  which  these  conversations  occurred 
and  what  these  conversations  were  regarding  the 
formation  of  the  partnership  *? 

A.  When  my  daughter  learned  in  1941,  while 
she  was  still  attending  college — she  came  home  prac- 
tically every  other  week-end  from  Los  Angeles; 
she  attended  the  University  of  Southern  California 
— she  learned  that  I  had  promised  to  sell  my  son 
an  interest  in  the  business,  and  immediately  she 
put  in  a  bid  for  something  for  herself.  We  dis- 
cussed all  angles  of  it,  pro  and  con,  and  she  was 
then  expecting  to  marry  Mr.  Colgate,  whether  she 
thought  they  could  get  along  with  the  old  folks  and 
Jim  in  a  partnership. 

Q.     Who  is  ^^Jim"? 

A.  *^  Jim"  is  Floyd  James  Harkness,  Jr.  I  sug- 
gested to  her  perhaps  that  if  I  was  going  to  help 
her  get  established  in  life,  loan  her  some  money, 
it  would  be  better  for  her  to  buy  some  of  the  di 
Giorgio  Fruit  Company  stock  which  then  was  very 
low. 

After  a  lot  of  consideration  and  the  event  of  war 
before  the  partnership  w^as  actually  consummated — 
she  traveled  all  over  the  East  with  her  husband 
from  one  Army  camp  to  another.     He  was  then  at 
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the  time  of  their  marriage  a  lieutenant,  became  a 
captain,  a  graduate  of  the  Staff  and  Command 
School  at  Port  Leavenworth,  Kansas — they  decided 
that  rather  than  investing  with  an  outside  interest 
that  they  would  be  safer  to  invest  [50]  in  the  United 
Packing  Company  which  she  had  been  familiar 
with  from  the  time  she  was  able  to  understand  what 
people  were  talking  about. 

Q.  You  had  legal  coimsel  draft  the  partnership 
agreement  which  has  been  introduced  in  evidence 
here?  A.     Yes,  sir. 

Q.  When  I  say  ^^partnership  agreement"  I  am 
talking  of  the  original  January  1,  1943,  document. 

A.     Attorney  Julius  Hansen. 

Q.  Your  daughter  was  then  located  in  Ohio  with 
her  husband  at  some  training  camp  there  ? 

A.    Yes,  Columbus,  Ohio. 

Q.     Did  you  send  the  document  on  for  signature? 

A.    I  did. 

Q.     Was  it  signed? 

A.     No,  it  was  sent  back. 

Q.     Unsigned?  A.    Yes,  by  her. 

Q.  Your  daughter  did  not  sign  the  document 
at  the  time  ? 

A.     No,  not  the  original  document. 

Q.     The  original  you  sent  back?  A.    Yes. 

Q.    And  she  sent  it  back  to  you? 

A.    Yes,  sir. 

Q.  Did  you  send  any  other  documents  on  or 
did  you  go  [51]  yourself  to  Columbus,  Ohio? 

A.     No.  Several  letters  were  exchanged,  and  in 
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January,  1943,  I  attended  the  United  Fresh  Fruit 
and  Vegetable  Association  in  Chicago  with  Mrs. 
Harkness  accompanying  me.  We  went  down  to 
Columbus  after  the  completion  of  the  convention 
and  discussed  the  situation  with  her. 

Q.  Did  she  refuse  to  sign?  Did  she  tell  you 
why  she  refused  to  sign? 

A.  She  thought  inasmuch  as  her  husband  was 
going  to  participate  in  there,  she  didn't  think  I 
should  have  so  much  to  say  about  the  management 
of  it. 

Q.  As  a  result  of  the  discussions — did  your  son 
participate  in  those  discussions  as  well,  or  not? 

A.  He  was  in  California  and  participated  in 
them,  yes. 

Q.  As  a  result  of  your  discussions  with  your 
daughter,  did  you  change  the  form  of  the  partner- 
ship agreement?  A.     We  did. 

Q.  Were  they  then  sent  on  to  your  daughter  for 
signature?  A.     Yes,  they  were. 

Q.     And  your  daughter  ultimately  signed? 

A.     I  think  it  was  in  March  of  1943. 

Q.  But  she  did  require  before  she  signed  that 
the  provisions  respecting  your  rights  of  manage- 
ment be  modified?  A.     That's  right.  [52] 

Q.  Now,  Mr.  Harkness,  there  is  attached  to  the 
stipulation  here  certain  exhibits,  4-D  and  5-E. 

If  your  Honor  please,  these  exhibits  show  the 
participation  of  Mr.  Sorensen  and  the  various 
bonuses  and   percentage   deals,   just   so   tliat   your 
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Honor  may  be  familiar  to  imderstand  the  next  ques- 
tion I  am  asking.  As  a  matter  of  interest  to  your 
Honor,  Mr.  Sorensen,  one  of  the  men  Mr.  Harkness 
testified  helped  him  to  run  the  company,  received 
in  '43,  '44,  '45,  and  '46  from  this  ranch  which  Mr. 
Harkness  voluntarily  paid  for  and  gave  him  a  half 
interest  in,  taking  his  note  for  it,  he  received  in 
profits  from  that  operation  $144,310.26,  and  then 
forced  the  Harknesses  to  buy  that  back.  The  part- 
nership bought  it  back  and  he  made  a  capital  gain 
of  $42,354.70,  which  is  all  part  of  the  compensation 
Mr.  Harkness  had  to  pay  Sorensen  for  his  services 
to  the  partnership.  It  shows  without  going  into 
detail  these  other  payments  over  this  entire  period 
of  time  since  Mr.  and  Mrs.  Harkness  organized  and 
ran  this  proprietorship  right  to  the  present  time, 
continuing  to  where  the  children  participated. 

Now,  Mr.  Harkness,  I  would  like  to  ask  you  what 
effect,  if  any,  did  the  percentage  and  bonus  deals 
which  I  have  just  called  to  your  attention,  have  on 
your  business*? 

A.  Well,  they  drained  the  capital.  Even  though 
the  figures  show  that  the  United  Packing  Company 
had  made  nice  profits,  sizeable  profits,  prior  to  the 
war,  and  even  during  [53]  the  first  part  of  the  war 
there — no,  the  partnership  was  formed  just  at  the 
outbreak  of  the  war — the  treasury  or  the  funds 
left  to  operate  the  succeeding  season  was  really 
very  small  compared  with  the  profits  I  made  due  to 
the  fact  that  it  paid  Steiger  25  per  cent  and  Soren- 
sen 25  per  cent  and  50  per  cent  of  a  ranch  that  w^e 
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financed  him  with,  so  there  was  just  nothing  left 

for  the   business,   it   couldn't   enlarge.     Had   they 

had  one  bad  operating  year  they  would  have  become 

insolvent. 

In  that  respect  I  want  to  say  that  it  is  not  un- 
common in  the  fruit  business.  My  first  venture  was 
with  the  Setchel  Fruit  Company  in  1918,  '19  and 
'20.  That  was  during  the  period  of  the  first  World 
War.    Mr.  Setchel  went  into  bankruptcy. 

I  worked  with  the  Associated  Fruit  Company,  ran 
their  entire  shipping  operations  in  the  State  of 
California.  They  had  other  operations,  you  know, 
in  Wenatchee  and  Yakima  and  Florida;  however, 
I  was  just  connected  with  the  California  operations. 
I  got  out  of  there  just  before  they  went  bankrupt. 

And  we  had  competitors.  E.  Y.  Foley  Company 
went  broke  just  after  World  War  I.  H.  V.  Rudy, 
the  Fresno  Fruit  Growers,  went  broke.  The  old- 
time  commission  houses.  Producers  Fruit  Company, 
the  Pioneer  Fruit  Company,  with  headquarters  in 
San  Francisco  and  Sacramento,  and  Stewart  Fruit 
Company,  with  headquarters  in  Sacramento,  went 
broke  during  that  period,  all  because  they  didn't 
have  the  funds  to  keep  afloat,  and  the  risks  that  they 
took  during  the  war  period. 

Q,  Isn't  it  also  true  that  these  men  after  they 
left  your  employ  became  competitors  of  yours,  made 
it  more  difficult  for  you  to  engage  in  business,  you 
trained  most  of  these  men  who  received  these 
bonuses  ? 

A.     Yes,    I    did.      Mr.    Sorensen    was    a    tenant 
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farmer  when  I  first  employed  him  under  the  Jasper- 

Harkness  period  as  a  field  man,  and  he  made  good. 

Another  case  is  Mr.  E.  L.  Barr,  Sanger,  Cali- 
fornia. He  served  imder  the  Jasper  and  Harkness 
period.  He  has  been  a  very  successful  competitor 
of  mine  and  perhaps  made  considerable  more  money 
than  I  have.  He  has  been  in  business  for  himself 
for  the  past  15  years  or  12  years. 

Q.  Will  you  explain  to  the  Court  where  the 
need  for  capital  exists  in  the  business? 

A.  Well,  the  first  need  of  capital,  if  you  weren't 
a  rancher  at  all,  would  be  to  take  care  of  the  grow- 
ers' financial  needs.  We  have  been  through  a  lot 
of  periods  when  the  grower  couldn't  get  his  finances 
from  the  bank,  and  competition  from  the  fruit 
business  from  these  so-called  large  fruit  companies 
has  made  loans  readily  available  to  these  growers 
that  are  a  shaky  risk,  and  as  long  as  I  w^as  in 
competition  with  them  I  either  must  pass  up  that 
desirable  tonnage  to  be  [55]  secured  from  the 
farmers  or  I  must  arrange  to  finance  it.  And  I  must 
contract  for  the  purchase  of  boxing  materials,  nails, 
prior  to  the  commencement  of  the  season.  Some 
years  there  is  a  shortage  of  box  shook  and  we  start 
taking  it  in  January.  The  value  of  box  lumber  has 
gone  up  from  $800  or  $900  in  pre-war  days  to 
$3,000,  $3,500  a  car  now.  Nails  that  we  used  to  pay 
$2.50  a  keg  for  are  now  $11  and  $12  a  keg.  All  our 
supplies  have  raised  in  proportion,  so  our  need  for 
capital  is  more  apparent  in  the  last  few  years  than 
it  was  in  the  old  days. 


Commissioner  of  Internal  Revenue.  139 

(Testimony  of  Floyd  J.  Harkness.) 

We  are  in  the  ranching  deal  now  quite  heavily 
as  a  partnership  because  there  are  certain  varieties 
of  grapes  that  were  necessary,  and  tree  fruit  to 
round  out  our  commercial  pack.  True,  we  could  go 
out  and  get  one  or  two  or  a  dozen  growers'  crops 
of  Thompson  Seedless,  for  instance,  white  seedless 
variety,  very  popular;  but  the  trend  of  affairs  has 
been  that  my  competitors  have  been  able  to  supply 
red  grapes  in  mixed  cars,  that  is,  half  a  car  of  red 
grapes  and  half  a  car  of  white  grapes,  and  they 
were  getting  all  the  business.  There  wasn't  suffi- 
cient supply  of  Red  Malaga  grapes  available  to 
purchase,  let  alone  secure  on  commission;  so  in  the 
past  four  or  five  years  we  have  planted  a  consider- 
able acreage  of  Red  Malaga  grapes  to  enable  us  to 
round  out  our  otherwise  commercial  pack  of  Thomp- 
son Seedless. 

One  of  the  prime  motives  in  buying  the  so-called 
River  Ranch  in  conjunction  with  Sorensen  was  with- 
out that  particular  plum  crop  we  did  not  have 
enough  plums  available  in  the  Sanger  area  to  even 
open  our  shed  and  round  out  a  plant.  True,  we 
might  have  had  10  cars  of  plums  to  ship  over  a 
two  weeks,  three  weeks  period,  but  any  man  ex- 
perienced in  the  fruit  business  knows  that  you  nuist 
have  a  reasonable  volume  of  perishable  commodity 
like  that  so  that  the  plums  are  picked  today,  the  car 
will  be  started  on  its  w^ay  to  New^  York  or  some- 
place else  and  not  held  there  two  or  three  days 
waiting  for  more  plums  to  get  ripe. 

Q.     Did  you  discuss  with  your  children  the  neces- 
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sity  for  keeping  the   capital  in  the  business,   the 

profits?  A.     Yes,  sir,  I  did. 

Q.  Would  you  please  state  what  you  said  to 
them? 

A.     Well,  I  can't  tell  you  in  exact  words. 

Q.     I  mean  substantially,  the  substance. 

A.     The  substance  was 

Q.  This  is  prior  to  the  formation  of  the  partner- 
ship, is  that  correct?  A.    Yes,  sir. 

Q.  Will  you  please  state  the  substance  of  your 
discussions  with  your  children? 

A.  Well,  many  times  they  have  wanted  things 
that  I  w^asn't  able  to  give  them,  wanted  this  and 
that,  and  they  full  well  understood  w^hat  the  nature 
of  my  business  was  and  w^here  [57]  the  profits  were 
going — to  Steiger  and  Sorensen  and  Scoggins  and 
other  people  that  were  operating  not  only  on  a 
guaranteed  salary  but  high  bonuses. 

Q.  Did  you  tell  them  what  your  idea  w^as  as  to 
the  actual  distribution  of  profits  in  the  partnership 
before  you  organized  it? 

A.  I  very  definitely  told  them  that  if  we  were 
going  to  make  a  success  of  the  fruit  business  that 
all  we  could  expect  w^ould  be  to  take  a  reasonable 
salary  out  and  leave  the  balance  of  the  earnings  if 
there  was  any  earnings  in  there  for  expansion  and 
development  of  new  business. 

Q.  Did  they  agree  to  your  theory  of  conducting 
the  partnership?  A.     They  did. 

Q.  As  far  as  participation  in  profits  were  con- 
cerned? A.     They  did. 
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Q.     And  distribution,  I  mean.  A.     Yes. 

Q.  Am  I  correct  when  1  state  that  this  was  one 
of  the  reasons  which  motivated  you  in  forming  this 
partnership?  A.     It  was. 

Q.  Mr.  Harkness,  will  you  please  explain  to  the 
Court  the  conditions  surrounding  your  activity  dur- 
ing the  year,  during  the  summer  and  end  of  '42, 
the  prospects  of  your  business,  of  the  activity  ?  [58] 

A.  Well,  that  was  the  first  year  of  the  war.  The 
Japanese  submarines  were  reported  off  the  Coast 
of  California,  shooting  them  dow^n  in  Santa  Bar- 
bara County,  destroying  reserve  oil  stocks,  tanks. 

We  use  a  great  deal  of  Japanese  labor  in  our 
farm  operations,  harvesting  operations.  They 
owned  quite  a  few  ranches  in  California.  We  did 
business  with  a  lot  of  Japanese  who  owned  their 
own  ranches  and  sold  their  crops  to  us,  turned 
them  over  to  us  on  commission  basis.  They  were 
being  rounded  up  and  sent  to  concentration  camps 
in  Arizona,  Utah,  Tule  Lake,  California. 

The  Department  of  Agriculture  had  issued  pri- 
ority lists  of  what  commodities  we  could  have  their 
assistance  on  with  the  War  Production  Board  and 
in  procurement  of  nails.  Their  prime  crops,  of 
course,  were  essential,  such  as  potatoes,  onions, 
carrots,  and  the  like;  and  canteloupes  which  we 
were  handling,  and  some  six  or  seven  hundred  car- 
loads of  grapes,  400  carloads  of  peaches,  nectarines, 
were  way  down  the  list.  We  had  no  reason  to 
expect  that  we  would  be  allowed  to  shi])  but  a  very 
small  portion,  if  any,  of  those  crops. 
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I  did  feel,  however,  there  might  be  a  chance  to 
make  a  profit  because  ranch  properties  in  World 
War  I  advanced  in  value.  We  had  no  OPA  in 
World  War  I,  and  we  were  confronted  with  an 
OPA  regulation  on  all  our  commodities  in  1942 — it 
actually  became  effective  in  1943.  We  had  re- 
strictions on  [59]  gasoline,  and  inasmuch  as  we 
operated  throughout  the  valley  we  had  to  transport 
crews  from  places  like  Sanger,  a  city  of  around 
3,500  population,  out  to  the  surrounding  country 
to  work  on  the  ranches.  Prior  to  the  war,  when 
gasoline  was  available  and  tires  were  available,  new 
cars  were  available,  they  transported  themselves. 
Immediately  when  gasoline  and  tires  were  rationed, 
we  had  to  furnish  transportation  for  all  the  help. 

Wages  were  frozen  on  all  our  help.  The  ship- 
yards in  San  Francisco  Bay  Area,  the  airplane 
factories  in  Los  Angeles,  were  taking  all  our  best 
help  down  there.  They  could  get  considerable  more 
money.  The  classification  for  an  employee  in  a 
shipbuilding  plant  wage  scale  was  considerably 
above  the  wage  scale  for  packing  house  labor,  he 
could  get  approximately  three  times  as  much.  The 
same  way  in  an  airplane  factory. 

I  could  go  on  and  on  with  the  hazards  that  were 
ahead  of  us.  We  had  the  raisin  order.  We  owned 
Thompson  Seedless  vineyard,  we  had  bought  the 
vineyard  primarily  as  a  source  of  shipping  table 
grapes.  The  raisin  industry  has  been  since  its 
inception  in  1913  an  unprofitable  deal,  they  have 
had    one    organization    after    another.    Sun    Maid 
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Raisin  Growers  sign  up  this  and  sign  up  that ;  they 
are  now  even  petitioning  the  Department  of  Agri- 
culture  for   a   marketing   agreement,   they   are   in 
terrible  straits.  [60] 

During  World  War  I  I  went  through  that  in 
the  fruit  business.  Congress  passed  the  18th 
Amendment  which  dried  up  the  country.  Wine 
grapes  w^ere  of  no  value.  I  had  no  way  of  knowing 
but  what  some  such  restriction  might  occur  in  this 
w^orld  war. 

As  it  turned  out,  the  very  reverse  happened.  The 
War  Materials  Board,  I  believe  it  is,  one  of  the 
government  agencies,  put  a  stop  order  on  the  use 
of  grain  for  the  manufacture  of  hard  liquor.  That 
occurred  early  in  '43,  and  wine — I  am  Director  of 
one  of  the  cooperative  wineries  down  in  the  Valley, 
so  I  know^  w^hereof  I  speak — wine  prior  to  that  time 
was  selling  for  40c  a  gallon,  and  when  this  order 
prohibiting  the  use  of  grain  became  effective,  not 
only  did  the  price  of  wine  skyrocket  to  $1.40,  $1.50, 
$1.60  a  gallon,  from  40c  to  $1.60  a  gallon,  but  the 
eastern  distillers  whose  operations  were  tied  up  at 
that  time  by  that  non-use  of  grain  order  came  to 
California  and  bought  up  wineries.  They  paid 
fabulous  prices  for  them.  Seagram's  came  to  Cali- 
fornia, National  Distillers,  Schenley.  They  are  all 
still  in  business  here. 

The  net  result  of  the  stoppage  of  the  use  of  grain 
there  meant  that  we  got  an  increase  in  the  price  of 
grapes  from  $20  a  ton  u])  to  as  high  as  $140  a  ton. 
I  am  sure  that  I  couldn't  foresee  what  thc^  govern- 
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ment  might  do  as  far  as  the  outlooks  for  the  use 

of  grain  or  grapes  was  concerned.  [61] 

Q.  As  I  take  it,  you  did  not  form  this  partner- 
ship in  anticipation  of  large  profits? 

A.  No,  sir,  very  much  to  the  contrary.  I  ex- 
pected that  we  were  going  to  make  less  profit  in  '43 
than  we  did  in  '42. 

Mr.  Ehrlich :  If  your  Honor  please,  could  I  have 
a  couple  of  minutes  ? 

The  Court:  We  will  take  a  recess  of  about  10 
minutes. 

(Short  recess.) 

The  Court :    You  may  proceed. 

Q.  (By  Mr.  Ehrlich)  :  Mr.  Harkness,  in  addi- 
tion to  accumulation  of  profits,  permitting  the 
profits  to  accumulate  in  the  business,  did  you  have 
any  other  reasons  for  forming  the  partnership? 

A.  Well,  very  definitely,  Mr.  Ehrlich.  I  have 
recited  here  of  the  key  men,  I  have  recited  of  the 
knowledge  that  men  must  have  of  the  perishable 
commodities,  not  only  sales  appeal  but  carrying 
quality,  and  I  knew  that  my  son  had  the  qualifica- 
tions. I  wanted  to  assure  him  for  the  future  and 
assure  the  United  Packing  Company  of  a  competent 
employee,  a  man  to  take  charge  of  the  outlying  dis- 
tricts, districts  separated  some  270  miles  north  and 
south  and  about  75  miles  east  and  west. 

Many  times  all  the  sheds  or  packing  houses  are 
operating  at  the  same  time.  I  must  spend  a  por- 
tion of  my  time  in  [62]  the  office,  and  there  must  be 
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somebody  with  the  interest  of  the  business  at  heart 
to  supervise  the  operations  in  each  district,  at  least 
once  a  day.  In  several  big  partnerships  of  brothers, 
notably  Arena  Company  in  Los  Angeles,  there  are 
six  brothers,  and  one  of  them  is  in  each  shed. 
Every  time  they  operate  there  is  one  of  the  brothers 
present.  They  go  into  their  operations  to  that  ex- 
tent. 

Mr.  Colgate,  as  I  said,  I  had  known  him  for  eight 
or  nine  years,  he  had  worked  for  the  Peerless  Pump 
Company,  a  subsidiary  of  the  Food  Machinery  Cor- 
poration. Among  their  other  activities  they  were 
the  largest  suppliers  of  irrigation  pumps  in  the 
San  Joaquin  Valley.  They  had  to  be  able  to  figure 
irrigation  programs  for  the  farmers,  the  amount 
of  water  that  would  be  required,  the  amount  that 
could  be  obtained  from  a  certain  well,  in  order  to 
take  care  of  the  enterprise  that  they  w^ere  sup- 
posed to  supply  water  for.  Mr.  Colgate  had  majored 
in  commerce  while  in  college,  he  had  signified  his 
desire  to  get  into  the  agricultural  field  for  his  life's 
profession.  He  had  an  uncle  who  is  the  managing 
partner  of  the  Rapid  Harvest  Company  who  operate 
in  Salinas  District  in  lettuce  and  carrots,  Imperial 
Valley,  Arizona.  Their  business  is  to  furnish  trail- 
ers and  tractors  and  trucks  to  move  the  crops  of 
various  shippers  and  growers  from  the  field  in  which 
they  are  produced  to  the  packing  sheds,  and  his 
uncle,  Mr.  Brewer,  was  in  much  the  same  fix  that 
I  was,  in  need  of  men  [63]  on  whom  he  could  depend 
and  weren't  just  floaters  looking  for  a  stake,  one 
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year's  operation,  getting  a  bonus.     Mr.  Brewer  of 
the  Rapid  Harvest  Company  was  very  anxious  to 
get  his  services  as  soon  as  he  got  out  of  the  Army. 

As  I  said  before,  I  promised  my  daughter  when 
I  had  agreed  to  take  my  son  into  the  business  that 
I  would  finance  her  in  some  investment,  and  she 
turned  down  other  possible  places  to  invest  her 
money  and  decided  to  invest  in  the  United  Packing 
Company,  understanding  that  when  her  husband 
was  released  from  Army  service  that  he  would 
be  allowed  to  participate  in  the  partnership  interest 
in  the  United  Packing  Company. 

Q.  You  knew  at  the  time  you  organized  the  com- 
pany both  your  son  and  son-in-law  were  in  the  serv- 
ice, and  you  knew,  naturally,  that  they  couldn't 
render  any  service  at  the  time.  Why  did  you  create 
the  partnership  knowing  that  they  could  not  render 
any  service  until  they  were  released  from  the  Army  ? 

A.  I  wanted  to  be  sure  of  their  services.  My 
son  was  emphatic  in  his  wants,  and  he  knew  my 
set-up  of  giving  large  bonuses.  I  had  declined  to 
take  him  in  in  1941  because  I  was  overloaded,  so 
to  speak,  with  percentage  deals  with  other  strangers, 
and  he  thought  perhaps  with  the  war  on  that  I 
might  find  myself  in  a  position  where  I  w^ould  have 
to  take  some  of  these  so-called  percentage  or  bonus 
deals  on  for  a  term  of  years  and  that  when  he  came 
back  he  might  be  confronted  w^ith  the  same  story 
that  he  was  confronted  with,  and  I  would  be  con- 
fronted [64]  with  the  same  situation  that  I  was 
in  1941. 
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Q.  Mr.  Harkness,  I  direct  your  attention  to  the 
supplemental  agreement  dated  January  4,  1943, 
which  fixes  your  salary  at  75  per  cent  of  the  first 
$100,000  and  then  allocates  the  profits.  How  was 
that  compensation  arrived  at^ 

A.  By  a  thorough  discussion  with  the  new  part- 
ners. That  is  covered  in  the  articles.  It  said  that 
for  the  time  being  that  I  w^ould  be  the  only  active 
participant,  and  that  as  soon  as  the  other  parties 
thereto  were  in  position  to  give  their  services,  that 
they  would  be  provided  for  the  same  as  I  had  been, 
with  a  salary. 

Q.  And  that  same  procedure  was  followed  in  '45 
when  Colgate  returned  from  the  service? 

A.     It  was. 

Q.  And  as  the  stipulation  in  evidence  shows,  in 
'46  you  drafted  an  agreement  where  the  salaries  of 
your  son  and  son-in-law  and  yourself  were  again 
fixed.  A.     That's  right. 

Q.    And  that  same  procedure  was  followed  in  '47? 

A.     That's  right. 

Q.  With  the  salaries  being  fixed  as  a  result  of 
getting  together,  and  the  agreements  incorporating 
the  salaries  are  in  evidence. 

Now,  in  all  these  agreements  they  are  based  on  a 
percentage  of  the  profits  of  the  United  Packing 
Company,  is  that  [65]  correct  ? 

A.     That  is  correct. 

Q.  Mr.  Harkness,  did  you,  prior  to  the  creation 
of  the  January  1,  1943,  United  Packing  Company 
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partnership,   discuss  tax  savings  which  might  re- 
sult from  the  formation  of  the  partnership? 

A.  They  might  have  been  discussed,  but  they 
weren't  the  primary  motive. 

Q.     I  am  asking  if  you  discussed  it? 

A.     I  did. 

Q.     Did  you  discuss  them  with  counsel? 

A.    With  counsel,  yes,  sir. 

Q.     Did  you  discuss  them  with  the  children? 

A.     I  did  not. 

Q.  Did  the  consideration  of  tax  savings — what 
place  did  that  play  in  the  formation  of  the  partner- 
ship ? 

A.     Will  you  repeat  the  question,  please? 

Q.  What  consideration  did  you  give  to  tax  sav- 
ings in  the  formation  of  the  partnership? 

A.  I  gave  this  consideration:  After  consulting 
with  Counsel  I  stated  that  it  w^as  my  purpose  to 
do  something  for  my  daughter  and  to  help  her  and 
her  husband  get  started  in  life.  I  didn't  propose  to 
give  them  anything,  I  don't  believe  in  giving  chil- 
dren anything;  I  believe  in  giving  them  nothing 
but  the  opportunity  to  make  good.  I  had  promised 
my  son  that  I  would  [_66^  sell  him  an  interest  in 
the  business. 

Counsel  in  the  discussion  pointed  out  that  per- 
haps the  daughter  would  be  better  satisfied  with 
an  outside  investment.  My  answer  to  him  was  that 
that  wouldn't  accomplish  my  purpose  of  getting 
another  competent  and  reliable  man  to  help  share 
the  burdens  of  the  United  Packing  Company.     If 
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they  were  financed  in  some  other  field  I  would  still 
find  myself  in  the  same  position  of  having  to  secure 
competent  help  on  the  salary-bonus  proposition. 

For  that  reason  I  considered  only  one  angle,  and 
regardless  of  what  the  tax  consequences  might  have 
been,  whether  there  had  been  no  taxes  at  all,  I  w^ould 
have  made  the  same  deal  that  I  made. 

Q.  Then,  as  I  understand  your  testimony,  you 
did  not  discuss  this  tax  phase  with  your  children? 

A.  In  generalities.  I  never  pointed  out  where 
there  would  be  any  tax  saving  for  me,  no.  They 
might  have  got  it  out  of  various  things  I  have  said, 
but  I  never  sat  down  and  figured,  ''Now,  if  we  do 
this  I  will  save  this;  and  if  I  do  that  I  will  save 
that." 

It  was  my  full  intent  to  get  Mr.  Colgate  and 
my  son  into  the  business  with  me. 

Q.  For  the  reasons  which  you  have  testified  to 
several  times'?  A.     Yes,  sir.  [67] 

Mr.  Ehrlich :    That  is  all. 

The  Court:    Cross-examine. 

Cross-Examination 
By  Mr.  Mather : 

Q.  Will  you  explain  to  the  Court,  Mr.  Harkness, 
what  new  capital  came  into  the  business  by  the 
agreement  of  December  31,  1942,  Exhibit  11-K? 

A.  At  the  end  of  1943,  I  believe  that  the  capital 
accounts  will  speak  for  themselves,  that  there  was 
considerable  more  capital  in  the  business  than  there 
was  at  the  end  of  1942. 
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Q.  I  am  talking  about  1942  when  this  agreement 
was  entered  into.  What  new  capital  came  into  the 
business  by  the  agreement  of  December  31,  1942  ? 

A.  I  made  a  loan  to  my  son  and  to  my  daughter 
and  son-in-law,  Mr.  Colgate.  Mr.  Colgate  is  a  son 
of  the  Colgate-Palmolive-Peet  family.  His  father 
is  very  able  to  have  signed  that  note  with  him  or 
loaned  him  the  money  had  I  needed  that  additional 
fund  right  at  that  moment. 

Q.  That  is  not  my  question.  Did  any  new  capital 
come  into  the  business,  United  Packing  Company, 
by  the  agreement  of  December  31,  1942  ? 

A.  Not  except  $1,000  or  |1,500  that  my  son  had 
to  his  credit  on  the  books. 

Q.  That  is  the  only  new  capital.  You  owed  your 
son  for  services  performed  for  prior  years  a  bal- 
ance of  some  $1,300.  [68] 

A.     Or  whatever  it  was,  in  that  neighborhood,  yes. 

Q.  And  the  partnership  agreement  provided  that 
these  notes  were  to  be  paid  out  of  the  earnings  of 
the  business,  didn't  they?  A.     Yes. 

Q.  Now,  I  understand  your  testimony  to  be  that 
you  created  United  Packing  Company  in  1937? 

A.  No,  the  United  Packing  Company  w^as 
created  in  1923  by  Mr.  Jasper  and  myself  and  Mr. 
Wilhelm.  The  three  of  us  originated  it  in  1923. 
Mr.  Wilhelm  withdrew  at  the  end  of  1923.  From 
1924  to  1936  Mr.  Jasper  and  I  operated  under  the 
name  of  United  Packing  Company. 

Q.  Then  you  became  a  sole  owner  in  1937,  is 
that  it?  A.     That's  right. 
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Q.     And  operated  as  a  sole  proprietorship? 

A.     That's  right. 

Q.  When  you  talk  of  Mrs.  Harkness  you  are 
merely  referring  to  her  because  she  has  a  community 
interest  in  this  property?  A.     That's  right. 

Q.  All  your  property  was  community  property, 
wasn't  it?  A.     That's  right. 

Q.  And  she  had  nothing  to  do  with  the  business, 
did  she? 

A.  Well,  I  will  answer  that  in  this  way:  I  have 
taken  a  lot  of  counsel  from  my  wife,  and  I  assure 
you  that  her  counsel  has  contributed  a  lot  to  my 
success  in  this  world.  [69] 

Q.  She  wasn't  down  at  the  place  of  business 
operating  the  place  of  business,  was  she,  Mr.  Hark- 
ness? 

A.  She  was  born  on  a  ranch,  raised  on  a  ranch, 
taught  school  when  I  was  working  for  other  people 
— she  taught  school  to  help  pay  the  family  bills  back 
when  I  was  working  for  Mr.  Setchel  and  Associated 
Fruit  Company.  She  became  thoroughly  familiar 
with  all  phases.  She  has  actually  seen  every  ranch 
that  we  ever  bought.  She  has  been  counseled  with 
on  the  sale  of  the  products,  she  has  been  counseled 
with  on  the  employment  of  such  people  as  Mr. 
Steiger.  I  introduced  Mr.  Steiger  to  her  before  I 
ever  hired  him,  and  I  introduced  her  to  Mr.  Soren- 
sen.  I  introduced  her  to  practically  everyone  since 
I  have  been  in  the  business. 

Mr.  Mather:  Now  will  you  read  the  question, 
please  ? 
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(Question  read.) 

A.  She  wasn't  actually  in  the  office  as  a  stenog- 
rapher or  as  an  executive,  no. 

Q.  (By  Mr.  Mather)  :  Or  performing  any  duties 
in  connection  with  the  business*? 

A.     Physical,  no ;  mentally,  yes. 

Q.    What  do  you  mean  by  ^^ mentally"? 

A.     Coimsel.    I  just  got  through 

Q.  She  discussed  your  affairs  with  you  as  any 
housewife  would  or  any  wife  would,  didn't  she?  [70] 

A.  No.  I  have  always  sought  her  advice  on 
making  investments  and  changes  from  one  job  to 
another.  Even  from  the  Setchel  Fruit  Company 
to  the  Associated  Fruit  Company  I  asked  her, 
^^  Should  I  quit  Setchel  before  he  goes  broke,  and  go 
with  the  Associated?"  and  so  on  and  so  forth. 

Q.  Now,  after  the  agreement  of  December  31, 
1942,  what  change  was  made  in  the  conduct  of  the 
business  ? 

A.  No  change  could  be  made  immediately.  I 
had  to  continue  along  paying  the  high  bonuses,  high 
salaries,  and  putting  in  an  extra  lot  of  hours  my- 
self. 

Q.  Continued  just  the  same  as  it  had  prior  to 
1942,  didn't  it? 

A.  No.  We  had  a  lot  more  troubles  in  '43  and 
'44  than  we  ever  had  in  '42. 

Q.    Well 

A.     The  war  was  on,  Mr.  Mather. 

Q.     The  war  was  on  in  '41? 
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A.  December  8,  1941,  we  actually  declared  war, 
pretty  near  the  end  of  the  year. 

Q.  How  did  your  business  change  in  its  opera- 
tion after  your  agreement  of  December  31,  1942? 

A.     Let  me 

Q.     Just  answer  my  question  if  you  can. 

A.     How  did  the  business  operations  change? 

Q.     Yes.  [71]  A.     They  didn't  change. 

Q.  When  was  the  first  time  they  changed  after 
your  agreement  of  December  31,  1942  ? 

A.  Well,  with  the  return  of  Mr.  Colgate  in  Oc- 
tober, 1944,  that  is  the  first  time  that  one  of  the 
partners  participated. 

Q.     He  wasn't  a  partner  at  that  time? 

A.  He  was  a  representative.  Community  prop- 
erty gave  him  half  interest  in  it.  He  w^as  a  resident 
of  California. 

Q.  It  didn't  give  him  any  interest  in  the  partner- 
ship? 

A.  Well,  as  I  have  testified  to  here,  the  primary 
purpose  in  the  formation  of  the  partnership  was  to 
acquire  the  services  of  Mr.  Colgate. 

Q.  And  as  I  understand,  when  he  was  discharged 
from  the  service  in  1944  he  came  with  United  Pack- 
ing as  an  employee  ?  A.     That's  right. 

Q.  Prior  to  that  time  he  had  had  no  agricultural 
experience,  had  he? 

A.  Except  with  the  Food  Machinery  Corpora- 
tion. 

Q.     Is  that  agricultural  experience? 
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A.  They  service  all  types  of  agricultural  in- 
terests in  the  San  Joaquin  Valley.  That  is  100 
per  cent  of  their  business,  the  servicing  of  agricul- 
tural commodities  and  activities. 

Q.  How  much  time  had  he  devoted  with  that 
company  ? 

A.  He  had  worked  there  every  school  vacation 
and  nine  months  continuous  just  prior  to  his  en- 
listment in  the  Army.  [72] 

Q.    How  old  was  he  in  1942? 

A.     About  22  or  23. 

Q.  How  much  time  had  he  been  out  of  school  in 
1942?  A.     1942? 

Q.     Yes. 

A.  He  enlisted  in  March,  I  believe  it  was,  of 
1941,  volunteered  with  the  first  contingent  of  draft- 
ees who  left  Fresno,  in  order  to  get  his  year's 
service  completed  and  get  back  into  commercial  life. 

Q.  Now,  he  got  in  the  Army  in  1941.  Prior  to 
that  time  when  had  he  graduated  from  school? 

A.  He  didn't  graduate,  he  quit  in  1940  and  put 
in  nine  months  continuous  service  with  the  Food 
Machinery  Corporation  just  prior  to  his  enlistment 
in  the  Army. 

Q.  Prior  to  that  time  had  he  been  in  school 
constantly?  A.    Yes,  sir. 

Q.  Has  your  daughter  ever  performed  any 
services  in  connection  with  the  business? 

A.     At  what  time  ? 

Q.     At  any  time. 
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A.  Yes,  sir.  She  worked  in  the  office  just  prior 
to  her  marriage  for  about  three  months. 

Q.     In  what  year?  A.     1942. 

Q.     1942?  [73]  A.    Yes,  sir. 

Q.     What  doing? 

A.  Secretary  to  Mr.  Bunney  who  is  in  charge 
of  the  accounting  in  the  office. 

Q.     Was  she  paid  a  salary?  A.     She  was. 

Q.  What  was  the  highest  salary  she  was  ever 
paid? 

A.  I  would  have  to  ask  to  see  the  records  on 
that. 

Q.  It  is  not  material,  I  will  withdraw  the  ques- 
tion. 

A.  Ordinary  secretary's  salary,  I  presume,  of 
$150  a  month. 

Q.  The  same  salary  you  paid  other  people  that 
performed  the  same  services? 

A.     That's  right. 

Q.  Your  son  was  paid  a  salary,  I  believe  you 
testified,  of  $150  a  month  with  five  per  cent  bonus? 

A.     That's  right,  yes,  sir. 

Q.  Was  the  five  per  cent  bonus  on  the  income 
of  the  business  or  five  per  cent  bonus  on  the  deals 
he  handled? 

A.  Five  per  cent  on  the  over-all  picture  after 
deducting  Steiger's  25  per  cent. 

Q.    Was  that  in  1941? 

A.     That  was  in  1941. 

Q.  Do  you  know  how  much  the  total  amount  he 
was  paid  in  1941  was  ?  [74] 
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A.  His  salary  for  the  six  months  after  he  got 
out  of  college,  he  was  getting  $150  a  month,  so 
around  $900;  and  his  five  per  cent  bonus  I  recall 
was  around  $910  or  $915,  such  matter. 

Q.  Now,  in  1942  he  was  paid  a  salary  after  he 
got  in  the  Army,  wasn't  he*?  A.     Yes,  sir. 

Q.     $75  a  month?  A.     Yes,  sir. 

Q.  And  he  carried  on  some  other  operations  in 
addition  to  that,  didn't  he?  A.     He  did. 

Q.  Were  those  deals  connected  with  United 
Packing  Company,  or  deals  of  his  own? 

A.  They  were  crops  of  Tokay  grapes  which  were 
shipped  through  the  United  Packing  Company. 

Q.  Well,  now,  were  they  deals  of  his  own  or 
deals  in  connection  with  United  Packing? 

A.  Well,  he  became  a  grower,  so  to  speak.  The 
Department  of  Agriculture  has  ruled  in  so  many 
of  the  marketing  agreements  that  the  purchase  of 
a  crop  changes  a  purchaser ;  whether  he  be  a  shipper 
or  an  attorney,  when  he  buys  a  crop  of  Tokay 
grapes  on  the  vines,  he  qualifies  as  a  grower. 

Mr.  Ehrlich:  That  salary  was  $85  a  month,  Mr. 
Mather.  [75] 

Q.  (By  Mr.  Mather)  :  It  has  been  stipulated, 
Mr.  Harkness,  that  at  the  time  the  agreement  of 
December  31,  1942,  was  entered  into  that  you  re- 
tained two  ranches  that  were  excellent  producers. 
Were  those  large  ranches? 

A.  One  was  a  90-acre  vineyard,  and  the  other 
a  40-acre  vineyard.     At  that  time  the  partnership 
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was  formed,   that  was  all  the  vineyard  property 

that  we  owned. 

Q.  How  much  vineyard  property  did  United 
Packing  have  %  A.     At  what  time  ? 

Q.     1942  when  the  agreement  was  entered  into? 

A.  United  Packing  Company  had  no  vineyard 
property  whatever. 

Q.  Isn't  it  a  fact  they  had  90  acres  and  you 
had  two  ranches,  one  of  40  acres  and  one  of  50 
acres  at  the  time  %  A.     It  is  not  a  fact. 

Q.  Well,  at  the  end  of  '43,  what  vineyards  did 
United  Packing  Company  have? 

A.  The  United  Packing  Company  had  in  con- 
junction with  Mr.  Sorensen  piu'chased  approxi- 
mately 300  acres,  and  United  Packing  Company  had 
bought  from  a  Japanese  who  had  been  evacuated 
40  acres  on  Lincoln  Avenue  and  Tarn  Avenue,  just 
four  miles  south  of  Sanger.  That  is  to  the  best 
of  my  recollection  right  now. 

Q.     What  was  the  Parlier  Ranch? 

A.     That  is  the  one  on  Lincoln  Avenue,  I  think. 

Q.  That  was  turned  over  to  United  Packing, 
wasn't  it? 

A.  That  was  purchased  by  the  United  Packing 
Company  from  Wallace  Kozuki,  an  evacuated  Jap- 
anese. 

Q.  That  was  the  only  property  they  had  that 
they  were  operating  in  1943  as  a  ranch,  isn't  it? 

A.  No.  The  so-called  River  Ranch  was  a  part- 
nership with  Chris  Sorensen  who  had  an  undivided 
half  interest  in  it. 
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Q.  That  was  a  separate  transaction;  that  wasn't 
operated  by  United  Packing,  as  I  understand? 

A.  It  was  operated  by  the  United  Packing  Com- 
pany. 

Mr.  Ehrlich :     United  owned  half  interest  in  it  ? 

Mr.  Mather:  That's  right.  That  is  all  in  the 
stipulation. 

The  Court:  Will  we  be  able  to  finish  up  this 
afternoon  ^ 

Mr.  Ehrlich:    Yes,  your  Honor. 

The  Court :    You  have  some  other  witnesses  ? 

Mr.  Ehrlich :  We  have  the  daughter  and  son  and 
son-in-law.    They  won't  take  an  hour,  your  Honor. 

The  Court:  I  thought  w^e  would  adjourn  at  this 
time  and  come  back  at  2:00  o'clock  and  finish  up. 

We  will  adjourn  until  2:00  o'clock. 

(Whereupon,  at  12:20  o'clock  p.m.,  a  recess 
was  taken  until  2:00  o'clock  p.m.)  [77] 
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Afternoon  Session,  2:00  P.M. 

Whereupon 

FLOYD  J.  HARKNESS 

resumed  his  testimony  as  follows: 

Cross-Examination 
(Resumed) 

The  Court:  You  may  proceed  with  your  cross- 
examination. 

By  Mr.  Mather: 

Q.  Mr.  Harkness,  I  was  inquiring  about  the 
Parlier  Ranch  of  the  partner  of  the  United  Pack- 
ing Company.  I  believe  you  testified  that  that  was 
acquired  by  the  United  Packing  Company  sometime 
in  '43? 

A.     Yes.    As  I  recall,  it  was  September,  1943. 

Q.  I  show  you  the  partnership  income  tax  re- 
turn  

Mr.  Ehrlich :    For  what  year  ? 

Mr.   Mather:      '43. 

Q.  (By  Mr.  Mather)  :  The  '43  schedule  form, 
income  and  expenses.  What  does  that  mean  where 
it  says,  ''Date  acquired  1/1/1943,"  referring  to  de- 
preciation on  those? 

A.     I  presume  that  means  January  1. 

Q.     That  refers  to  this  Parlier  Ranch,  doesn't  it? 

A.     The  40  acres,  yes. 

Q.  That  is  the  only  property  they  had,  that  they 
were  operating?  [78] 

Mr.  Ehrlich:    You  mean  United  Packing? 
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Q.  (By  Mr.  Mather)  :  That  is  the  only  property 
United  Packing  was  operating  in  1943,  wasn't  it? 

A.  No,  they  operated  the  so-called  River  Ranch, 
300-acre  ranch. 

Q.  I  am  not  talking  about  that,  that  is  covered 
in  the  stipulation  and  that  was  operated  by  Soren- 
sen  and  United  Packing  received  half  the  income 
from  the  operation  of  that  ranch  ? 

A.     That's  right. 

Mr.  Mather :  I  will  offer  in  evidence  at  this  time, 
if  there  is  no  objection,  the  partnership  return  of 
United  Packing  Company  for  the  year  1943. 

(Whereupon  the  document  was  marked  for 
identification  as  Respondent's  Exhibit  M.) 

Mr.  Ehrlich:    No  objection. 

The  Court:  Admitted  as  Respondent's  Ex- 
hibit M. 

(Whereupon  the  document  marked  Respond- 
ent's Exhibit  M  for  identification  was  received.) 
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RESPONDENT'S  EXHIBIT  M 

Form  1065  Page  1 

Treasury  Department 

Internal  Revenue  Service        United  States 

Partnership  Return  of  Income  1943 

(To  be  Filed  Also  by  Syndicates,  Pools,  Joint  Ventures,  Etc.) 
For  Calendar  Year  1943 
or  fiscal  year  beginning ,  1943,  and  ending ,  1944 

(File  this  return  not  later  than  the  15th  day  of  the  3d  month  following 
the  close  of  the  taxable  year) 
(Print  Plainly  Name  and  Business  Address  of  the  Organization) 
(Name)  United  Packing  Co. 
(Street  and  number)  216  Rowell  Bldg. 
(City  or  town)  Fresno  (State)   California 

Business  or  Profession     Growers-Shippers 
Item  &  Inst.  No.  Gross  Income 

1.  Gross  receipts  from  business  or  profession 

see  attached  schedule $294,026.82 

2.  Less  cost  of  goods  sold : 

( a )  Inventory  at  beginning  of  year 

(b)  Merchandise  bought  for  sale 

(c)  Cost  of  labor,  supplies,  etc. 

(d)  Totalof  lines  (a),  (b),and  (c) 

( e )  Less  inventory  at  end  of  year 

3.  Gross  profit  (or  loss)  from  business  or  profession 

(item  1  minus  item  2)  294,026.82 

4.  Income  (or  loss)  from  other  partnerships, 

syndicates,  pools,  etc.  (State  separately 
name,  address,  and  amount)  : 
United  Pkg.  Co.  and  C.  A.  &  Katherine 
Sorensen— Fresno  60,309.92 

5.  Interest  on  bank  deposits,  notes,  etc. 

6.  Interest  on  corporation  bonds,  etc.  (except 

interest  to  be  reported  in  item  7) 

7.  Interest  on  tax-free  covenant  bonds  upon 

which  a  Federal  tax  was  paid  at  source 

8.  Interest  on  ( Jovernment  obligations,  etc. : 

(a)  From  line  (h),  Schedule  A 

(b)  From  line  (i),  Schedule  A 

9.  Rents 

10.  Royalties 

11.  Net  gain  (or  loss)  from  sale  or  exchange  of 

property  other  than  capital  assets 
(from  Schedule  B) 
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12.  Dividends 

13.  Other  income  (state  nature  of  income)  : 

Form  #1040-F  attached 7,245.26 


Total  income  in  items  3  to  13  (enter 
nontaxable  income  in  Schedule 
A  and  G) $361,582.00 

Deductions 
Salaries  and  wages  (do  not  include 

compensation  for  partners) 
Kent 
Repairs 

Interest  on  indebtedness  (explain  in  Schedule  F) 
Taxes  (explain  in  Schedule  C) 
Losses  by  fire,  storm,  shipwreck,  or  other 

casualty,  or  theft  (submit  schedule) 
Bad  debts  (explain  in  Schedule  D) 

(a)  Depreciation  (explain  in  Schedule  E) 

(b)  Amortization  of  emergency  facilities 

(attach  statement) 
Depletion  of  mines,  oil  and  gas  wells, 

timber,  etc.  (submit  schedule) 
Other  deductions  authorized  by  law 
(explain  in  Schedule  F) 
Total  deductions  in  items  15  to  24 0 


i6.  Ordinary  net  income  (item  14  minus  item  25)....     $361,582.00 

n.    Net  short-term  capital  gain  (or  loss)  (from  line  1,  column  4, 

Summary,  Schedule  H) 
18.    Net  long-term  capital  gain  (or  loss)  (from  line  2,  column  4, 
Summary,  Schedule  H) 

Page  2 
Schedule  A. — Interest  on  Government  Obligations,  Etc. 
[No  data  recorded  in  this  section.] 

Schedule  B. — Gains  and  Losses  From  Sales  or  Exchanges  of  Property 
Other  Than  Capital  Assets 
[No  data  recorded  in  this  section.] 

Schedule  C. — Taxes 
[No  data  recorded  in  this  section.] 

Schedule  D.— Bad  Debts 
[No  data  recorded  in  this  section.] 
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Schedule  E. — Depreciation 
[No  data  recorded  in  this  section.] 

Schedule  F. — Explanation  of  Deductions  Claimed  in  Items  18  and  24 
[No  data  recorded  in  this  section.] 

Page  3 
Schedule  G. — Nontaxable  Income  Other  Than  Interest  Reported  in 

Schedule  A 
[No  data  recorded  in  this  section.] 

Schedule  H. — Gains  and  Losses  From  Sales  or  Exchanges  of 
Capital  Assets 
[No  data  recorded  in  this  section.] 

Schedule  I. — Contributions  or  Gifts  Paid 
[No  data  recorded  in  this  section.] 
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Questions 

1.  Date  of  organization  1/1/43. 

2.  Nature  of  organization  (partnership,  syndicate,  pool,  joint  venture, 

etc.)  Partnership. 

3.  Was  a  return  filed  for  preceding  year  ?  No.  If  so,  to  which  collector 's 

office  was  it  sent  ? 

4.  Check  whether  this  return  was  prepared  on  the  cash  □  or  accrual 

|X|  basis. 

5.  State  whether  inventories  at  the  beginning  and  end  of  the  taxable 

year  were  valued  at  (a)  cost,  or  (b)  cost  or  market,  whichever  is 
lower  (a). 
If  any  other  basis  is  used,  attach  statement  describing  basis  fully, 
state  why  used  and  the  date  inventory  was  last  reconciled  with 
stock 

6.  Did  the  organization  at  any  time  during  its  taxable  year  have  in  its 

employ  more  than  eight  individuals  ?  ( Answer  ' '  Yes  "  or  ' '  No  " ) 
Yes. 

If  answer  is  ' '  Yes, ' '  has  the  organization  in  this  return  taken  a  de- 
duction for  any  amount  of  wages  or  salaries  representing  an  in- 
crease or  decrease  in  rate  during  the  taxable  year?  (Answer 
''Yes"  or  ''No")  No.  If  answer  to  second  question  is  "Yes," 
attach  a  statement  explaining  all  such  increases  or  decreases.  If 
any  of  such  increases  or  decreases  required  the  prior  approval  of 
the  National  War  Labor  Board  or  the  Commissioner  of  Internal 
Revenue  as  stated  in  instruction  15,  attach  also  a  copy  of  the 
authorization  for  each  of  such  increases  or  decreases. 

7.  Did  the  organization  at  any  time  during  the  taxable  year  own  di- 

rectly or  indirectly  any  stock  of  a  foreign  corporation  or  a  per- 
sonal holding  company,  as  defined  in  section  501  of  the  Internal 
Revenue  Code?    (Answer  "Yes"  or  "No")  No. 
If  answer  is  ' '  Yes, ' '  attach  schedule  required  by  Instruction  I. 

8.  Was  return  of  information  on  Forms  1096  and  1099,  or  Forms  V-2 

and  W-2,  filed  for  the  calendar  year  1943?  (See  Instruction  H) 
Yes. 

Affidavit  (See  Instruction  D) 
I/we  swear  (or  affirm)  that  this  return  (including  any  accompany- 
ing schedules  and  statements)  has  been  examined  by  me/us,  and  to  the 
best  of  my/our  knowledge  and  belief  is  a  true,  correct,  and  complete 
return,  made  in  good  faith,  for  the  accounting  period  stated,  pursuant 
to  the  Internal  Revenue  Code  and  the  regulations  issued  under  author- 
ity thereof. 

(Partner  or  member)  F.  J.  Harkness  (Date)  3-9-44 

216  Rowell  Bldg.,  Fresno,  Calif. 
(Address  of  partner  or  member) 

Subscribed  and  sworn  to  before  me  this  9th  day  of  March,  1944. 

Julius  Hansen,  Notary  Public. 
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United  Packing  Co. — Fresno,  Calif. 
Statement  of  Income  and  Expense — 1943 

Income 

Material  Gain:  Clovis $  2,268.06 

Lodi  4,986.42 

Sanger  5,142.22 

Tagus 1,695.50 

14,092.20 

Labor  &  Earnings :  Clovis  73,378.48 

Lodi  21,617.34 

Sanger  123,539.34 

.  Tagus 41,628.77 

260,163.93 

Commissions:  Arvin  15,743.54 

Clovis    2,151.37 

Exeter  250.00 

Firebaugh  1,563.65 

Lodi  87.85 

Sanger  49,310.58 

69,106.99 

Growing  Deals  &  Leases :  Arvin  2,222.79 

Lodi  50,341.47 

Sanger 21,058.25 

73,622.51 
Midway  —9,453.00 

64,169.51 

Claims  3,702.12 

Interest  321.49 

Discount  8,530.85 

Truck  Earnings 990.66 

$421,077.75 
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Expense 

Packing  House :  Arvun  $  1,284.84 

Clovis 1,766.09 

Exeter  106.37 

Firebaugh  1,035.73 

Lodi  3,095.89 

Sanger  10,017.01 

Tagus 644.26 

17,950.19 

General  26,675.40 

Depreciation  (schedule  attached)  6,134.01 

50,759.60 

370,318.15 
Sanger  &  Clovis  District  Manager's  Share 53,283.59 

317,034.56 

Bonuses  to  key  employees  : 

Sales  Manager  7,532.96 

Office  Manager 7,532.96 

Arvin-Lodi  Manager 7,941.82 

23,007.74 

Net  Profit $294,026.82 
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Form  1040  F  Page  1 

Treasury  Department  United  States 

Internal  Revenue  Service 

Schedule  of  Farm  Income  and  Expenses  1943 

For  Calendar  Year  1943 

Or  for  year  beginning ,  1943,  and  ending ,  1944 

Name  United  Packing  Co.  —  Parlier  Ranch 
Address  P.O.  Box  546,  Fresno,  Calif. 
Location  of  farm  or  farms  Parlier,  California 
Number  of  acres  in  each  farm  40 

Farm  Income  for  Taxable  Period 

1.  Sale  of  Livestock  Raised  2.  Sale  of  Produce  Raised 

[No  data  supplied.]  Fruits  &  Raisins-.$18,277.59 


Total $18,277.59 

3.  Other  Farm  Income     4.  Sale  of  Livestock  &  Other  Items  Purchased 
[No  data  supplied.]  [No  data  supplied.] 

Summary  of  Income  and  Deductions  Computed  on  a  Cash  Receipts 
and  Disbursements  Basis 

1.  Sale  of  livestock  raised.  6.  Expenses 

2.  Sale  of  produce  raised..$18,277.59  (from  page  3)  ....$  9,625.50 

3.  Other  farm  income.  7.  Depreciation 

4.  Profit  on  sale  of  livestock  (from  page  3)....     1,406.83 

and  other  items  purchased.  

8.         Total  De- 


5.         Gross  Profits $18,277.59  ductions $10,032.33 

9.  Net  farm  profit  (line  5  minus  line  8)  to  be  reported  in 

item  8  on  Form  1040 $  7,245.26 

Page  2 
Farm  Inventory  for  Income  Computed  on  an  Accrual  Basis 
[No  data  supplied.] 

Summary  of  Income  and  Deductions  Computed  on  an  Accrual  Basis 
[No  data  supplied.] 
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Farm  Expenses  for  Taxable  Year  (See  Instructions) 
1.  Items 2.  Amount 

Labor  hired $5,406.75 

Feed  purchased  67.05 

Seed,  plants,  and  trees  purchased 

Spraying,  Etc 160.61 

Supplies  purchased 126.12 

Cost  of  repairs  and  maintenance 802.09 

Breeding  fees 

Fertilizers  and  lime 1,120.93 

Veterinary  and  medicine  for  livestock 

Gasoline,  other  fuel  and  oil  for  farm  business 690.14 

Storage  and  warehousing 

Taxes  243.06 

Insurance  on  property  (except  your  dwelling) 169.73 

Interest  on  farm  notes  and  mortgages 73.09 

Water  rent,  electricity,  and  telephone 316.56 

Rent  of  farm,  part  of  farm,  or  pasturage 

Freight,  yardage,  express,  and  trucking 81.33 

Automobile  upkeep  (farm  share)  246.34 

3.  Items  4.  Amount 
(Continued) (Continued) 

Other  farm  expenses  (specify) : 

Miscellaneous  $    121.70 

Total  of  Columns  2  and  4  (enter  on  line  6  of  summary  on 
page  1  (cash  basis)  or  line  7,  page  2  (accrual  basis)  ) $9,625.50 
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Q.  (By  Mr.  Mather)  :  Now,  the  two  ranches 
that  you  had  that  weren't  in  the  partnership,  were 
they  40  acres  and  50  acres  ? 

A.     No,  sir,  40  acres  and  90  acres. 

Q.  Well,  I  will  show  you  your  income  tax  re- 
turn for  1943  and  the  farm  schedule  attached  to 
that.  It  shows  Selma  [79]  Ranch,  90  acres,  and  then 
over  in  here  in  the  depreciation  schedule  it  shows 
vineyard,  40  acres,  and  new  vines,  50  acres. 

Q.     What  does  that  mean? 

A.  That  means  that  I  bought  a  90-acre  piece  of 
land  from  the  California  Lands  as  a  holding  com- 
pany for  the  Bank  of  America,  and  on  that  acreage 
there  was  40  acres  of  producing  vines  and  50  acres 
of  new  vines  on  the  same  piece  of  property. 

Q.  Well,  now,  what  ranches  were  you  operating 
individually  in  1943? 

A.  That  same  90  acres  there,  of  which  40  acres 
was  producing  vines  of  old  age  when  I  acquired  it, 
and  the  50  acres  of  new  vines  that  were  planted,  I 
think  in  about  1938  or  '39  on  the  same  ranch. 

Q.  Those  were  the  only  ranches  that  you  had 
at  that  time  that  you  were  operating? 

A.  No,  sir.  I  owned  a  ranch  of  40  acres  called 
the  Earl  Ranch;  bought  that  from  Fred  P.  Holm, 
situated  on  the  corner  of  Mountain  View  and  Van 
Horn  Avenue,  one  mile  south  and  east  of  Selma, 
California. 

Q.    Were  you  operating  that  in  '43? 

A.     I  was. 

Q.     Take  your  return  and  show  me  any  place  in 
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there  where  there  is  income  or  loss  for  anything 

other  than  the  Selma  Ranch  of  90  acres'? 

A.  I  think  in  your  files  you  have  a  partnership 
return  [80]  of  Earl  D.  Harkness  and  Gladys  Hark- 
ness, and  Floyd  J.  Harkness  and  Molly  A.  Hark- 
ness. I  had  previous  to  1943  sold  my  brother  a 
half  interest  in  that  40  acres. 

Q.  Well,  now,  refer  to  the  return  which  is  before 
you  and  just  tell  me  any  place  that  any  reference  is 
made  to  any  ranch  property  other  than  the  90-acre 
Selma  Ranch.    Maybe  I  can  help  you. 

A.     All  right,  I  would  appreciate  it. 

Q.  Referring  to  the  return  now,  can  you  answer 
my  question,  Mr.  Harkness  *? 

A.  Yes,  sir.  It  says,  ^^  Income  from  partner- 
ships,'^  and  so  forth,  and  it  shows  there  the  United 
Packing  Company  partnership,  and  it  shows  a  part- 
nership existing  between  F.  J.  and  Molly  A.  Hark- 
ness and  E.  D.  and  Gladys  Harkness  with  an  income 
of  $2,021.38. 

Q.     That  was  operated  as  a  partnership? 

A.     With  my  brother. 

Q.  Wasn't  one  of  the  properties  referred  to  in 
the  stipulation  as  the  two  properties  which  you 
retained  and  had  not  turned  over  to  the  partner- 
ship ? 

A.  Earl  D.  and  Gladys  Harkness  are  not  a  mem- 
ber of  the  United  Packing  Company. 

Q.  Another  thing  I  want  to  get  straight  is  in- 
come on  your  '43  return  other  than  United  Packing 
income  is  shown  as  dividends  and  50  per  cent  of  the 
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Selma  Ranch  operation,  and  that  [81]   is  all  the 

gross  income  you  show  on  that  return,  isn't  it? 

A.  This  says  ^^  Income  or  loss  from  partner- 
ships'' (plural).  That  means  my  partnership  ar- 
rangement with  United  Packing  Company  and 
partnerships  (plural),  that  means  with  Earl  D.  and 
Gladys  Harkness. 

Q.     OK. 

A.  That  does  not  say  ^^  Income  from  United 
Packing  Company." 

Q.  All  right.  All  I  am  trying  to  find  out  is 
where  this  $11,000  of  income  from  other  sources 
that  is  shown  in  Exhibit  18  is  disclosed  in  your  '43 
return. 

Mr.  Ehrlich:  Mr.  Mather,  Mr.  Bunney  is  the 
bookkeeper.    Can  you  have  him  do  it? 

Q.  (By  Mr.  Mather)  :  Now,  I  think  I  can 
straighten  you  out  on  this,  Mr.  Harkness.  Exhibit 
18  shows  $11,000  odd  of  other  income  other  than 
partnerships. 

Mr.  Ehrlich:  Other  than  United  Packing  Com- 
pany. 

Q.  (By  Mr.  Mather)  :  Other  than  United  Pack- 
ing Company,  and  that  is  represented  by  the  $1,500 
dividends,  $2,100  farm  income,  and  the  balance  is 
in  this  $111,000  partnership  income.  That  is  your 
understanding?  A.     Yes,  sir. 

Mr.  Ehrlich:     Including  his  wife's,  Mr.  Mather. 

Q.  (By  Mr.  Mather) :  It  is  only  your  Iialf,  your 
community  interest?  A.     That's  right. 
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Mr.  Mather:    I  will  offer  in  evidence  Mr.  Hark- 
ness' '43  return. 

(Whereupon  the  document  was  marked  for 
identification  as  Respondent's  Exhibit  N.) 

The  Court:    Admitted  as  Respondent's  Exhibit  N. 

(Whereupon  the  document  marked  Respond- 
ent's Exhibit  N  for  identification  was  received.) 


RESPONDENT'S   EXHIBIT   N 

Form  1040  Page  1 

Treasury  Department 

Internal  Revenue  Service       United  States 

Individual  Income  and  Victory  Tax  Return  1943 

For  Calendar  Year  1943 

for  fiscal  year  beginning ,  1943,  and  ending ,  1944 

(Name)  Floyd  J.  Harkness 
(Street)  3767  Huntington  Blvd. 
(City)  Fresno  (State)  California 

Occupation  Grower-Shipper  Social  Security  number,  if  any 

Computation  of  Net  Income 

Income 

Column  1  Column  2 

Income  Tax  Victory  Tax 

Net  Income  Net  Income 

1.  Salary,  Wages,  and  Compensation  for  Personal  Services. 

2.  Dividends. 

3.  Interest  on  corporation  bonds, 

bank  deposits,  notes,  etc $     1,527.08  $     1,527.08 

4.  Interest  on  Government  obligations,  etc. : 

(a)  Fromline  A  (8),  Schedule  A 

(b)  From  line  B  (5)  and  (3),  Schedule  A 

5.  Annuities. 

6.  (a)  Net  gain  (or  loss)  from  sale  or  exchange 

of  capital  assets.   (From  Schedule  B ) 
(b)  Net  gain  (or  loss)  from  sale  or  exchange  of 
property  other  than  capital  assets.  (From  Schedule  B) 


Commissioner  of  Internal  Revenue.  177 

(Testimony  of  Floyd  J.  Harkness.) 

7.  Rents  and  royalties.   (From  Schedule  C(l)  ) 

8.  Net  profit  (or  loss)  from  business  or  profession. 

50%  of  #104  of  att'd 2,164.92        2,164.92 

(State  total  receipts,  from  line  1,  Schedule  C (2)  $....) 

9.  Income  (or  loss)  from  partnerships ;  fiduciary  income ; 

and  other  income.   (From  Sched.  C(3)  )..  111,166.88     111,166.88 


10.  Total  income  in  items  1  to  9 $114,858.88  $114,858.88 


Deductions 

11.  Contributions.   (Explain  in  Schedule  D) 

12.  Interest.   (Explain  in  Schedule  E)    (See  In- 

structions 12  and  16  for  Victory  Tax 

deduction)    $       288.41  xxxx 

13.  Taxes.   (Explain  in  S<3heduleF)  (See  Instructions 

13  and  16  for  Victory  Tax  deduction) 6,191.98  xxxx 

14.  Losses  from  fire,  storm,  shipwreck,  or  other 

casualty,  or  theft.  (Explain  in  Schedule  G)  xxxx 

15.  Medical,  dental,  etc.,  expenses.   (Explain  in 

Schedule  H )  xxxx 

16.  Other  deductions  authorized  by  law. 

(Explain  in  Schedule  G)  216.90  $       216.90 


17.  Total  deductions  in  items  11  to  16 $     6,697.29  $       216.90 


18.    Income  Tax  net  income  (item  10, 

col.  1,  less  item  17,  col.  1)  $108,161.59  xxxx 


19.    Victory  Tax  net  income  (item  10, 

col.  2,  less  item  17,  col.  2)  x  x  x  x  $114,641.98 


Income  and  Victory  Tax 

20.  Unpaid  balance  of  1943  Income  and  Victory 

Tax  (from  line  22,  page  4)  $10,397.86 

21.  You  may  postpone,  until  not  later  than  IMarch  15, 1945, 

payment  of  the  amount  you  owe  up  to  one-half  of 

item  19  (c) ,  page  4.  Enter  the  amount  postponed. 

(For  persons  whose  surtax  net  income  for  1942  or 

1943  exceeded  $20,000,  see  Schedule  L-2) 4,617.12 


22.  Amount  paid  with  this  return  (item  20  less  item  21 ) $  5,780.74' 

23.  Refund  or  Credit.  [None  shown.] 

I  declare  under  the  penalties  of  perjury,  that  this  return  (including 
any  accompanying  schedules  and  statements)  has  been  examined  by  me 
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and  to  the  best  of  my  knowledge  and  belief  is  a  true,  correct,  and  com- 
plete return. 

Floyd  J.  Harkness  March  10, 1944. 

(Signature  of  taxpayer)  (Date) 

Page  2 
Those  Whose  Income  Is  Solely  From  Salaries  May 
Disregard  This  Page 

Schedule  A. — Interest  and  Ownership  of  Taxable 
Government  Obligations,  Etc. 
[No  data  recorded  in  this  section.] 

Schedule  B. — Schedule  B  (Form  1040)  is  a  separate  sheet  and  should  be 
used  in  reporting  gains  and  losses  from  sales  or  exchanges  of  capital 
assets  and  property  other  than  capital  assets,  and  filed  with  and  as  a 
part  of  this  return. 

Schedule  C(l). — Income  From  Rents  and  Royalties 
[No  data  recorded  in  this  section.] 

Schedule  C(2). — Profit  (or  Loss)  From  Business  or  Profession 
[No  data  recorded  in  this  section.] 

Schedule  C(3). — Income  From  Partnerships,  Fiduciaries, 

and  Other  Sources.   (See  Instruction  9) 

Name  and  address  of  partnership,  syndicate,  etc.  United  Packing  Co., 

Fresno,  Calif Amount,  $109,145.50 

Name  and  address  F.  J.  &  Molly  A.  &  E.  D.  & 

Gladys  Harkness Amount,        2,021.38 

Other  income  (state  nature) Amount, 

Total  (enter  as  item  9,  page  1) $111,166.88 

Pages 
Schedule  D. — Contributions 
[No  data  recorded  in  this  section.] 

Schedule  E. — Interest.    (See  Instruction  12) 
1.  To  Whom  Paid  2.  Amount 

Federal  Land  Bank,  mortgage $288.41 

Total.   (Enter  as  item  12,  page  1) $ 

Schedule  F. — Taxes.   (See  Instruction  13) 
1.  Nature  2.  Amount 

Fresno  City  &  County  taxes $    455.60 

Calif.  State  Income  Tax 5,736.38 

Total.   (Enter  as  item  13,  page  1)  $6,191.98 
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Schedule  G. — Losses  and  Other  Deductions.   (See  Inst.  14  and  16) 
1.  Item  No.                    2.  Explanation                                     3.  Amount 
16         Expenses  away  from  home  in  pursuit  of  business $216.90 

Schedule  H. — Medical,  Dental,  Etc.,  Expenses 
[No  data  recorded  in  this  section.] 

Schedule  I. — Personal  Exemption  and  Credit  for  Dependents 
(See  Tax  Computation  Instructions) 

(1)  Personal  Exemption 

Number  of  months  during 
Status the  yr.  in  each  status        Credit  claimed 

Single,  or  married  and  not  living  with  husband  or  wife, 

and  not  head  of  family 

Married  and  living  with  husband  or  wife 12  $100.00 

Head  of  a  family  (explain  below)  

(2)   Credit  for  Dependents 

Number  of  months  Credit  claimed 
during  the  year  (Head  of  a  family  may  not  claim 
Name  of  dependent  and  relationship                               Under  18         18  years  credit  for  dependent  used  to 
years  old         or  over  qualify  him  as  head  of  a  family) 

Emma  F.  Harkness 12  $350.00 

(Mother) 
Reason  for  support  if  18  years  or  over  Physically  incapable. 

Schedule  J. — Computation  of  Earned  Income  Credit 
(See  Tax  Computation  Instructions) 
(1)  If  your  net  income  is  $3,000  or  Less,  use  only  this  part  of  schedule 
[No  data  recorded  in  this  section.] 

( 2 )   If  your  net  income  is  More  than  $3,000,  use  only  this 
part  of  schedule 

Earned  net  income  (not  more  than  $14,000)  $  14,000.00 

Net  income  (item  18,  page  1)  108,161.59 

Earned  income  credit  (10%  of  earned  net  income  or  10% 
of  net  income,  above,  whichever  amount  is  smaller,  but  do 
not  enter  less  than  $300) 1,400.00 

Questions 

1.  Did  you  file  a  return  for  any  prior  year  ?  Yes.   If  so,  what  was  the 

latest  year?  1942.    To  which  Collector's  office  was  it  sentf  San 
Francisco. 

2.  If  you  claimed  credit  for  tax  paid  in  line  21  (c),  page  4,  to  which 

Collector's  office  was  your  declaration  sent?  San  Francisco. 

3.  If  separate  return  was  made  for  the  current  year,  state : 

(a)  Name  of  husband  or  wife  Molly  A.  Harkness. 

(b)  Personal  exemption,  if  any,  claimed  thereon  1,100.00. 

(c)  Collector's  office  to  which  it  was  sent  San  Francisco. 
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4.  Check  whether  this  return  was  prepared  on  the  cash  □  or  accrual 

|X|  basis. 

5.  Was  the  rate  of  your  salary  or  wages  increased  or  decreased  during 
your  taxable  year?   (Yes  or  No) 

6.  Did  you  receive  during  your  taxable  year  any  amount  claimed  to  be 

nontaxable  (see  General  Instruction  I)  ?  No.  If  so,  attach  sched- 
ule showing  source,  nature,  and  amount  of  such  income. 

7.  Did  you  at  any  time  during  your  taxable  year  own  directly  or  indi- 

rectly any  stock  of  a  foreign  corporation,  or  a  personal  holding 
company  as  defined  by  section  501  of  the  Internal  Revenue  Code  ? 
No.  If  so,  attach  statement  required  by  General  Instruction  L. 

Page  4 

Computation  of  Income  and  Victory  Tax 
(See  Tax  Computation  Instructions) 

1.  Income  Tax  net  income  (item  18,  page  1) $108,161.59 

2.  Less :  Personal  exemption. 

(From  Schedule  I-(l)  )  $    100.00 

3.  Credit  for  dependents. 

(From  Schedule  I- (2)  )  350.00  450.00 

4.  Balance  (surtax  net  income)  $107,711.59 

5.  Less :  Certain  interest  on  Government  obligations 

(item 4  (a),  page  1) 

6.  Earned  income  credit. 

(From  Schedule  J-(l)  or  J- (2)  ) 1,400.00         1,400.00 

7.  Balance  subject  to  normal  tax $106,311.59 

'  8.    Normal  tax  (6%  of  line  7)  $     6,378.68 

9.    Surtax  on  amount  in  line  4. 

(See  Surtax  Table,  page  3  of  Instructions)  65,232.16 

10.  Total  Income  Tax  (line  8  plus  line  9).    (If  Schedule  B 

is  used  and  alternative  tax  computation  made,  enter 

line  16,  Schedule  B) $  71,610.84 

11.  Less :  Income  Tax  paid  to  a  foreign  country  or 

U.  S.  possession.    (Attach  Form  1116)  0 

12.  Balance  of  Income  Tax $  71,610.84 

13.  Net  Victory  Tax  (line  6  of 

Victory  Tax  Schedule,  below)  5,100.90 

14.  Total  of  lines  12  and  13 $  76,711.74 
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15.    Income  Tax  paid  at  source  on  tax-free  covenant 

bond  interest  (See  Footnote  1) 0 


16.    Line  14  less  line  15 $  76,711.74 


17.  Income  Tax  for  1942.  (See  Statement,  Form  1125,  from 

Collector)  (First,  see  page  4  of  Instructions) $  36,936.99 

18.  Enter  line  16  or  17  whichever  is  Larger.    (Members  of 

the  armed  forces  see  page  4  of  Instructions) $  76,711.74 

19.  Forgiveness  Feature  (Don't  fill  in  (a),  (b),and  (c) 

below,  if  either  line  16  or  17  is  $50  or  less)  : 

(a)  Enter  line  16  or  17,  whichever 

is  Smaller  $36,936.99 

(b )  Enter  $50  or  three-fourths  of  ( a ) ,  immediately 

above,  whichever  is  Larger.  This  is  the 

Forgiven  part  of  the  tax $27,702.74 

(c)   Enter  the  Unforgiven  part  of  the  tax  which  is 

the  Balance  (subtract  (b)  from  (a)  ). 

(See  Footnote  2)  9,234.25 

20.  Total  Income  and  Victory  Tax.  (Total  of  lines 

18  and  19  (c)  )  $  85,945.99 

21.  Less:  (a)  Income  and  Victory  Tax  withheld 

by  employer 0 

(b)  Income  Tax  paid  on  1942  income..$18,468.50 

(c)  Tax  paid  on  1943  income  on  account  of 

Declaration  of  Estimated  Tax....  57,079.63 

(d)   Total  payments  75,548.13 

22.  Unpaid  Balance  of  Income  and  Victory  Tax.  (If  line 

20  is  larger  than  line  21  (d) ,  enter  the  difference  here 

and  also  as  item  20,  page  1 ;  if  not,  see  item  23,  page  1)..$  10,397.86 

Footnote  1. — If  you  claim  a  credit  in  line  15,  disregard  lines  19  (a) 
and  (b),  complete  Schedule  L-1  on  page  4  of  Instructions,  and  enter 
result  in  line  19  (c).  Attach  completed  schedule. 

Footnote  2. — If  your  surtax  net  income  for  1942  or  1943  exceeded 
$20,000,  requiring  you  to  complete  Schedule  L-2,  enter  here  the  amount 

shown  on  line  10  or  27  of  such  schedule,  $ and  increase  19  (c)  by 

such  amount. 

Schedule  K. — Victory  Tax.    (See  Tax  Computation  Instructions) 

1.  Victory  Tax  net  income  (item  10,  page  1) $  14,641.98 

2.  Less:  Specific  exemption  ($624  if  return  reports  income 

of  only  one  person ;  otherwise,  see  Instructions,  page  3)  624.00 

3.  Income  subject  to  Victory  Tax  (line  1  less  line  2) $  14,017.98 

4.  Victory  Tax  before  credit  (5%  of  line  3) $     5,700.90 


182  Molly  A,  Harkness  vs, 

(Testimony  of  Floyd  J.  Harkness.) 

5.  Victory  Tax  credit : 

(a)  Single  person,  or  married  person  not  living  with 

husband  or  wife:  25%  (plus  2%  for  each  de- 
pendent) of  line  4,  but  not  more  than  $500  (plus 
$100  for  each  dependent). 

(b)  Married  person  living  with  husband  or  wife  if  sepa- 

rate returns  are  filed:  40%  (plus  2%  for  each  de- 
pendent) of  line  4,  but  not  more  than  $500  (plus 
$100  for  each  dependent)  $       600.00 

(c)  Married  person  living  with  husband  or  wife  if  only 

one  return  or  a  joint  return  is  filed,  or  head  of  a 
family:  40%  (plus  2%  for  each  dependent)  of  line 
4,  but  not  more  than  $1,000  (plus  $100  for  each  de- 
pendent). (See  Schedule  I- (2),  for  exclusion  of 
one  dependent  by  head  of  a  family) . 

6.  Net  Victory  Tax  (line  4  less  line  5 ) .  ( Enter  in 

line  13,  above)  $     5,100.90 

Schedule  L. — To  be  used  only  bv  individuals  whose  surtax  net  income 
for  1942  or  1943  exceeded  $20,000 

Schedule  to  determine  whether  Section  6  (c)  of  the  Current 
Tax  Payment  Act  of  1943  is  applicable 
[No  data  recorded  in  this  section.] 

Form  1040  F 

Treasury  Department  Page  1 

Internal  Revenue  Service       United  States 

Schedule  of  Farm  Income  and  Expenses  1943 

For  Calendar  Year  1943 
Or  for  year  beginning ,  1943,  and  ending ,  1944 

Name  F.  J.  &  Molly  A.  Harkness  (Selma  Ranch) 
Address  3767  Huntington  Blvd.,  Fresno,  Calif. 
Location  of  farm  or  farms  Route  2,  Box  93,  Selma,  Calif. 
Number  of  acres  in  each  farm  90 

Farm  Income  for  Taxable  Period 

1.  Sale  of  Livestock  Raised 
[No  data  recorded  in  this  section.] 

2.  Sale  of  Produce  Raised 

Cotton  $      120.59 

Other  (specify) : 

Raisins 19,051.46 

Total $19,172.05 

(Enter  on  line  2  of  summary  below) 
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3.    Other  Farm  Income 
Agricultural  program  payments $61.34 

Total $61.34 

(Enter  on  line  3  of  summary  below) 

4.    Sale  of  Livestock  and  Other  Items  Purchased 
[No  data  recorded  in  this  section.] 

Summary  of  Income  and  Deductions  Computed  on  a  Cash 
Receipts  and  Disbursements  Basis 

1.  Sale  of  livestock  raised. 

2.  Sale  of  produce  raised $19,172.05 

3.  Other  farm  income 61.34 

4.  Profit  on  sale  of  livestock  and  other  items  purchased. 

5.  Gross  Profits $19,233.39 

6.  Expenses  (from  page  3)  $13,379.86 

7.  Depreciation  (from  page  3)  1,523.69 

8.  Total  Deductions $14,903.55 

9.  Net  farm  profit  (line  5  minus  line  8)  to  be  reported  in 

item  8  on  Form  1040 $  4,329.84 

Page  2 

Farm  Inventory  for  Income  Computed  on  an  Accrual  Basis 
[No  data  recorded  in  this  section.] 

Summary  of  Income  and  Deductions  Computed  on  an  Accrual  Basis 
[No  data  recorded  in  this  section.] 

Page  3 
Farm  Expenses  for  Taxable  Year  (See  Instructions) 
1.    Items  2.    Amount 

Labor  hired $8,442.26 

Feed  purchased. 

Seed,  plants,  and  trees  purchased 298.32 

Machine  hire 60.00 

Supplies  purchased  503.99 

Cost  of  repairs  and  maintenance 916.78 

Breeding  fees. 

Fertilizers  and  lime 1,148.27 

Veterinary  and  medicine  for  livestock 5.50 

Gasoline,  other  fuel  and  oil  for  farm  business 425.46 

Storage  and  warehousing. 

Taxes  324.29 
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Insurance  on  property  (except  your  dwelling)  185.71 

Interest  on  farm  notes  and  mortgages 360.50 

Water  rent,  electricity,  and  telephone 316.31 

Rent  of  farm,  part  of  farm,  or  pasturage. 
Freight,  yardage,  express,  and  trucking. 

Automobile  upkeep  (farm  share)  102.72 

3.    Items  4.    Amount 

(Continued)  (Continued) 

Other  farm  expenses  (specify) : 

Spray  and  sulphur $     289.75 

Total  of  Columns  2  and  4  (enter  on  line  6  of  summary  on 

page  1  (cash  basis)  or  line  7,  page  2  (accrual  basis)  ) $13,379.86 
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Mr.  Mather :  If  your  Honor  please,  those  returns 
are  for  my  files,  and  I  will  ask  leave  to  substitute 
photostats. 

The  Court:  You  may  substitute  a  photostatic 
copy  for  each  of  the  exhibits,  M  and  N. 

Q.  (By  Mr.  Mather)  :  Now,  Mr.  Harkness,  1942 
had  been  a  pretty  successful  year,  hadn't  it? 

A.  Yes.  We  had  been  able  to  take  advantage  of 
the  war  effort  before  any  regulations  had  become 
effective. 

Q.  As  a  matter  of  fact,  your  income  for  '41  was 
about  $22,000,  and  1942,  $141,000. 

A.     That  is  approximately  correct,  yes. 

Q.     It  is  so  stipulated.  A.     Yes. 

Q.     That  is,  income  from  United  Packing?  [83] 

Mr.  Ehrlich:    That  is  correct. 

Q.  (By  Mr.  Mather)  :  I  assume  you  had  tax 
advice  with  respect  to  preparing  your  returns? 

A.     I  did. 

Q.  And  you  knew  that  you  were  approaching 
the  50  per  cent  bracket  with  respect  to  surtax  in 
1942? 

A.     I  paid  a  tax,  I  believe  it  was  about  that. 

Q.  And  you  appreciated  if  1943  was  as  success- 
ful a  year  as  '42  that  you  would  still  be  in  the  50 
per  cent  bracket?  A.    Yes,  sir. 

Q.  And  if  that  income  were  allocated  between 
the  family  group,  why,  your  income  tax  would  be 
considerably  less?  A.    Yes,  sir. 

Q.  What  effect  did  that  have  on  the  creation 
of  this  agreement  of  December  31,  1942? 
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A.  I  stated  this  morning  that  I  would  have 
formed  the  partnership  regardless  of  the  tax. 

Q.     But  you  appreciated  the  tax  saving? 

A.     I  appreciated  it. 

Q.    Well,  you  knew  about  it? 

A.     Well,  I  knew  about  it,  yes. 

Q.  I  have  a  couple  of  other  questions,  Mr.  Hark- 
ness. At  the  time  the  agreement  of  December  31, 
1942,  was  entered  into,  did  either  your  son  or  your 
daughter  have  any  [84]  property  of  their  own  ? 

A.  No.  My  son  had  no  money  and  some  credit 
on  the  books  of  United  Packing  Company,  but  they 
had  both  just  graduated  within  a  year  from  college, 
within  a  year  prior  to  the  formation  of  the  part- 
nership. 

Q.  Was  there  any  transfer  of  property  to  United 
Packing  Company  at  the  time  of  this  agreement  ? 

Mr.  Ehrlich:     What  do  you  mean,  Mr.  Mather? 

Q.  (By  Mr.  Mather)  :  I  will  clarify  that.  What 
documents  transferring  any  interest  to  your  son 
and  daughter  were  made  December  31,  1942,  other 
than  the  partnership  agreement?  In  other  words, 
were  there  any  bills  of  sale? 

A.  No.  There  was  an  assignment  of  an  interest 
in  the  United  Packing  Company. 

Q.  That  was  in  the  partnership  agreement, 
wasn't  it?  A.     Yes,  sir. 

Q.  I  am  asking  other  than  the  partnership  agree- 
ment if  there  was  any  document  of  any  kind  or 
character  executed  other  than  the  partnership  agree- 
ment conveying  any  interest  to  your  children? 
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A.  No.  My  legal  advisors  had  advised  that  that 
was,  and  it  so  states  in  the  agreement  itself,  that 
that  was 

Q.  I  am  not  interested  in  that.  I  am  just  asking 
if  there  was  any  agreement  other  than  the  partner- 
ship agreement  [85]  making  any  transfer? 

A.     No,  sir. 

Q.  And  the  real  estate  that  went  into  the  part- 
nership, that  was  carried  in  the  same  manner  as 
prior  to  December  31,  '42? 

A.  There  was  no  real  estate  involved  in  the 
transfer,  as  I  recall.  The  real  estate  was  acquired 
in  1943  in  the  names  of  all  four  partners.  That  is 
a  matter  of  record  in  Fresno  County. 

Q.  Have  you  changed  your  stationery  to  show 
that  it  isn't  a  sole  proprietorship,  Mr.  Harkness? 

A.  We  changed  our  stationery  as  soon  as  we  got 
new  stationery,  but  we  continued  to  use  up  the  old 
stationery  in  our  files  at  that  time  until  we  could  get 
the  new  stationery. 

Q.  The  reason  I  asked,  the  stationery  attached 
to  Respondent's  Exhibit  M  shows  United  Packing 
Company,  Floyd  J.  Harkness,  Owner.  It  was 
changed  sometime  after  '44? 

A.     Is  that  an  original  letterhead  or  tissue  copy? 

Q.  You  will  have  to  answer  that  question,  I  don't 
know. 

A.  That  is  a  tissue  copy.  The  original  letter- 
heads that  went  out  to  the  business  world  were 
changed  immediately. 

Mr.  Mather:    That  is  all. 
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The  Court:     Have  you  any  redirect? 
Mr.  Ehrlich:    Just  a  few  questions,  your  Honor. 

Redirect  Examination 
By  Mr.  Ehrlich: 

Q.  I  introduced  in  evidence  this  morning,  Mr. 
Harkness,  a  certificate  of  doing  business  under 
fictitious  name.  That  was  signed  by  all  members 
of  the  partnership  at  the  time  you  organized  this 
partnership  on  January  1,  1943?  A.     It  was. 

Q.  Now,  that  was  published  in  a  newspaper  in 
Fresno  County? 

A.     In  the  Daily  Real  Estate  Reporter. 

Q.  And  it  was  recorded  as  the  document  show^s 
in  the  county  records  of  the  County  Recorder  ? 

A.     It  was. 

Q.  Mr.  Harkness,  I  direct  your  attention  to  the 
partnership  agreement  dated  December  31,  1942, 
and  the  provision  with  respect  to  the  profits,  dis- 
tribution of  profits.  I  am  reading  from  Pages  3 
and  4,  Mr.  Mather,  part  of  the  paragraph.    It  says : 

^^It  is  understood  and  agreed  that  first  party  is 
to  receive  for  his  said  services  a  certain  percentage 
of  the  net  profits  of  said  business  to  be  agreed  upon 
between  all  the  partners  herein  from  time  to  time 
as  they  may  agree  upon  between  themselves,  and 
tliat  the  balance  of  the  net  income  of  said  co-partner- 
ship shall  be  equally  divided  between  all  of  the 
co-partners  herein  at  such  time  or  times  as  they 
may  agree  upon,  provided,  however,  that  any  profits 
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which  third  and  fourth  parties  are  entitled  to  receive 
shall  be  paid  to  first  party  and  [87]  applied  by  him 
first,  to  any  payment  which  first  party  may  have 
advanced  to  third  and  fourth  parties  together  with 
interest  thereon  and  the  balance  thereof,  if  any, 
shall  be  applied  by  first  party  in  the  payment  of 
the  promissory  notes  which  the  said  third  and 
fourth  parties  have  executed  in  favor  of  said  first 
party  for  the  purchase  price  of  their  share  in  said 
co-partnership  business. ' ' 

Was  that  followed  out?  A.     It  was. 

Q.  And  the  profits  which  accrued  were  first  ap- 
plied to  interest,  and  the  balance  to  principal  ? 

A.     That's  right. 

Q.  Did  you  have  any  understanding  with  your 
son  that  he  was  to  have  no  personal  liability  on  the 
note  ?  A.    With  my  son  ? 

Q.    Yes.  A.    No. 

Q.  He  was  required  to  pay  the  note  independent 
of  the  profits  and  losses  of  the  United  Packing 
Company?  A.     That's  right. 

Q.  Did  you  have  any  understanding  with  your 
daughter  that  she  was  not  to  pay  the  note  except 
out  of  profits  ?  A.     I  did  not. 

Q.  So  that  irrespective  of  the  destiny  of  the 
United  Packing  Company  co-partnership  your 
daughter  and  son-in-law  [88]  had  personal  liability 
on  the  note?  A.     That's  right. 

Q.  I  direct  your  attention  to  the  stipulation,  Mr. 
Harkness,  and  in  particular  the  year  1944,  and  I 
read  this  item — I  am  reading,  Mr.  Mather,  from 
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6-P,  Page  1,  year  1944:  ^'Credit  to  increase  capital 
to  $65,000,  $30,439.60;  credit  to  increase  capital  to 
$65,000,  $30,439.59.'' 

That  is  under  the  capital  account  of  Floyd  J. 
Harkness,  Sr.,  and  Molly  A.  Harkness.  Was  that 
the  contribution  of  yourself  and  your  wife  to  the 
increase  in  the  capital  of  the  partnership  in  '44? 

A.     It  was. 

Q.  And  it  is  stipulated  that  this  is  a  transcript 
of  the  books  of  account  so  that  this  increase  was 
entered  in  the  books  of  the  co-partnership,  your 
Honor. 

Now,  reading  from  Page  3  of  Exhibit  6-F,  it 
shows  that  as  of  December  31,  1947,  you  and  Mrs. 
Harkness  had  as  undistributed  profits,  $385,367.58. 
That  is  correct,  is  it  not  ?  A.     Yes,  sir. 

Q.  I  direct  your  attention  to  Page  4  of  the 
stipulation,  Floyd  J.  Harkness  capital  account,  and 
I  am  reading  from  the  year  1944,  entry  1231,  credit 
to  increase  capital,  $65,000,  $30,439.60.  That  was 
the  contribution  of  your  son,  Floyd  J.  Harkness, 
Jr.,  to  the  capital  account  of  the  partnership  in 
1944,  was  it  not?  [89]  A.     Yes,  sir. 

Q.  I  direct  your  attention  to  6-F,  Page  5,  still 
reading  from  the  capital  account  of  Floyd  J.  Hark- 
ness, Jr.,  which  says,  ''Total  capital  12/31/47, 
$105,681.12." 

That  was  the  capital  and  undistributed  profits  of 
your  son  on  the  accounts  of  the  United  Packing 
Corporation,  is  that  correct  ?  A.     That 's  right. 

Q.     I  direct  your  attention  to  Exhibit  6-F,  Page 
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6.  I  am  reading  the  year  1944,  12/31,  and  I  am 
reading,  by  the  way,  from  the  capital  accomits  on 
the  books  of  the  corporation  of  William  H.  and 
Harriet  Harkness  Colgate,  12/31/44:  ^^  Credit  to 
increase  capital  to  $65,000,  $30,439.60." 

That  was  the  amomit  that  your  daughter  con- 
tributed on  the  books  of  the  partnership  to  the  part- 
nership capital,  is  that  correct"? 

A.     That's  right. 

Q.  I  direct  your  attention  to  the  same  capital 
account  of  William  H.  and  Harriet  Harkness  Col- 
gate, Page  7,  6-F,  ''Total  capital,  12/31/47,  $121,- 
650.11." 

That  is  the  total  capital  and  undistributed  profits 
credited  to  the  credit  of  your  son-in-law  and  your 
daughter  on  12/31/47 ;  is  that  correct  ? 

A.    Yes,  sir. 

Q.  I  direct  your  attention  to  the  co-partnership 
agreement  [90]  of  December  31,  1942,  11-K;  at- 
tached to  that  exhibit  is  a  financial  statement  which 
shows  that  the  total  capital  of  the  co-partnership  on 
1/1/43  was  the  sum  of  $138,241.61;  is  that  correct? 

A.    Yes,  sir. 

Q.  That  is  net  after  deducting  certain  liabilities 
which  appear  on  this  statement? 

A.     That's  right. 

Q.  And  the  contributions  by  the  partners  to  the 
capital  were,  F.  J.  Harkness,  Sr.,  $34,560.41;  Mrs. 
Molly  A.  Harkness,  Sr.,  $34,560.40;  Harriet  Hark- 
ness Colgate,  $34,560.40;  and  F.  J.  Harkness,  Jr., 
$34,560.40. 
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Is  that  correct"?  A.    Yes,  sir. 

Mr.  Ehrlich :     That  is  all. 

Recross  Examination 
By  Mr.  Mather: 

Q.  Mr.  Harkness,  why,  if  all  this  property  that 
you  had  was  community  property  when  the  agree- 
ment of  December  31,  1942,  was  entered  into,  were 
the  notes.  Petitioners'  Exhibits  16  and  17,  made 
payable  to  you  instead  of  one  to  you  and  one  to 
your  wife  % 

A.  Well,  we  were  operating  under  the  com- 
munity property  rights  of  the  State  of  California. 
You  had  a  tissue  copy  of  one  of  our  second  sheets 
there  that  show^s  myself  as  owner  of  [91]  the  busi- 
ness, and  regardless  of  the  fact  that  I  was  owner 
of  the  business,  she  had  her  community  interest  in  it. 

Mr.  Mather :     That  is  all. 

Mr.  Ehrlich:    Any  questions,  your  Honor? 

The  Court:     No  questions. 

That  is  all,  Mr.  Harkness. 

(Witness  excused.) 

The  Court:     Call  your  next  witness. 
Mr.  Ehrlich:     Mrs.  Colgate,  please. 
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HARRIET  HARKNESS  COLGATE 
was  called  as  a  witness  on  behalf  of  the  Petitioners 
and  having  been  first  duly  sworn,  testified  as  follows : 

Direct  Examination 

The  Clerk :     State  your  name  and  address,  please. 
The   Witness:     Harriet   Harkness   Colgate,    520 
Eye  Street,  Sanger,  Fresno  County,  California. 

By  Mr.  Ehrlich : 

Q.    Mrs.  Colgate,  you  are  the  daughter  of  Floyd 
and  Molly  Harkness?  A.     I  am. 

Q.     Floyd,  Jr.,  is  your  brother?  A.     He  is. 

Q.    William  Colgate  is  your  husband? 

A.     He  is.  [92] 

Q.     How  long  have  you  lived  in  Fresno? 

A.     All  my  life,  28  years. 

You  were  temporarily  absent  during  a  portion 
of  '42,  '43,  and  '44?  A.     Yes,  I  was. 

What  is  your  age,  by  the  way?  A.     28. 

When  did  you  become  of  age? 

September,  '41. 

September,  '41?  A.     Yes. 

When  did  you  graduate  from  USC? 

June,  '42. 

When  were  you  married? 

August,  '42. 

And  you  are  the  Harriet  Harkness  Colgate 
who  signed  the  partnership  agreement  of  December 
31,  1942  ?  A.     I  am. 
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Q.  Mrs.  Colgate,  where  were  you  w^hen  you 
signed  the  partnership  agreement,  do  you  recall? 

A.     In   Columbus,  Ohio. 

Q.     With  your  husband? 

A.     Yes,  with  my  husband. 

Q.    He  was  at  a 

A.  He  was  at  Columbus  Quartermaster  Depot 
there  on  [93]  orders. 

Q.  Where  were  you  w^hen  you  signed  the  cer- 
tificate of  doing  business  under  fictitious  name? 
You  are  familiar  with  the  document  I  mean  ? 

A.     I  was  in  Columbus. 

Q.  You  know  what  the  document  is,  you  are 
familiar  with  the  document — withdraw  that  ques- 
tion. 

Referring  to  this  document  which  I  am  handing 
you.  Petitioners'  Exhibit,  certificate  of  co-partner- 
ship, is  that  your  signature,  Mrs.  Colgate? 

A.    Yes,  it  is. 

Q.  Where  were  you  when  you  signed  the  docu- 
ment ?  A.     Columbus,  Ohio. 

Q.  The  notary's  certificate  attached  shows  that 
it  was  notarized  on  the  28th  of  November  of  '42  in 
Franklin  Coimty,  State  of  Ohio,  acknowledged  then. 

Mrs.  Colgate,  during  your  childhood  I  assume 
you  lived  with  your  father  and  mother  ? 

A.     I  did. 

Q.  How  long  a  period  of  time  did  you  live  on 
the  ranch  outside  of  Fresno  with  them,  about? 

A.     I  believe  about  10  years. 
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Q.  When  did  you  first  discuss  with  your  parents, 
your  father  or  mother,  either  one  or  both,  this 
question  of  having  an  interest  in  the  business  which 
was  being  conducted  by  your  [94]  father  under  the 
fictitious  name  of  United  Packing  Company? 

A.  Over  a  year  before  I  signed  it.  It  was 
something  that  had  been  talked  in  our  family  ever 
since  I  could  understand  the  words  ^^  packing  com- 
pany," that  someday  we  would  be  a  part  of  United 
Packing  Company. 

Q.  When  you  say  ^^we,"  whom  do  you  mean  by 
'Sve"?  A.     My  brother  and  I. 

Q.     Those  discussions  had  gone  on  periodically? 

A.     For  years. 

Q.  With  your  father  and  mother  and  brother 
participating  too  ?  A.     Yes. 

Q.     And  yourself?  A.     Yes. 

Q.  Directing  your  attention  to  this  document, 
Petitioners'  Exhibit  11-K,  which  is  the  partner- 
ship agreement  of  December  31,  1942,  when  did 
these  discussions  crystallize?  You  said  about  a 
year  prior  to  the  time  of  signing.  A.     Yes. 

Q.  You  signed  on  December  31,  or,  you  signed  it 
in  the  autumn  of  1942,  around  the  end  of  the  year? 

A.     Yes, 

Q.  You  say  you  signed  that  sometime  when? 
In  the  end  of 

A.     In  November.  [95] 

Q.  Don't  be  confused.  I  am  talking  now  not 
about  the  certificate  of  doing  business  under  ficti- 
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tious  name,  but  the  partnership  agreement.     You 

signed  it  when?  A.     In  March. 

Q.     March?  A.     '43. 

Q.  How  long  prior  to  the  time  you  actually 
signed  the  partnership  agreement,  Petitioners' 
11-K,  did  you  have  these  discussions,  to  the  best 
of  your  recollection? 

A.     Well,  we  discussed  it. 

Q.     I  say,  when?     Just  answer  when  first. 

A.     Summer  of  1942  and  January  of  1943. 

Q.     In  the  interim  as  well?  A.     Yes. 

Q.  You  were  married  in  August  of  '42.  Will 
you  relate  with  whom  you  had  your  first  discus- 
sions regarding  the  partnership  agreement? 

A.     Well,  we  discussed  it  before  I  was  married. 

Q.     Who  is  ^^we"? 

A.  My  father,  mother,  and  brother.  Then  after 
I  was  married 

Q.  But  nothing  crystallized  at  that  time,  just 
family  discussions  about  participation  of  you  and 
your  brother  in  the  United  Packing  business? 

A.     Yes.  [96] 

Q.  Then  you  said  in  August  of  '42,  did  you 
have  further  discussions  after  your  marriage  or 
before?  A.     After  our  marriage. 

Q.     With  whom  were  these  discussions? 

A.     With  my  father  and  mother. 

Q.     Where  were  they? 

A.  They  came  back  to  Columbus,  Ohio,  in 
January  of  '43. 

Q.     You  said  you  had  some  discussions  in  Au- 
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gust  of  '42.    Did  you  have  any  discussions  theni 

A.     Yes,  I  was  in  Fresno. 

Q.     In  August  at  the  time  of  your  marriage  *? 

A.  Before  my  marriage.  I  was  married  Au- 
gust 14. 

Q.     And  you  were  in  Fresno  before  that? 

A.     Yes. 

Q.  Had  you  discussed  it  with  your  father  and 
mother?  A.     Yes,  I  had. 

Q.     Was  your  brother  there  or  not? 

A.     No,  he  was  in  the  Army. 

Q.     You  don't  recall  seeing  him  at  that  time? 

A.     No,  I  did  not. 

Q.  Did  these  discussions  progress  from  August 
either  conversationally  or  in  writing  between  you 
and  your  parents?  A.     Yes,  they  did. 

Q.  When  did  you  leave  Fresno  to  join  your 
husband?  A.     August  7,  1942.  [97] 

Q.    You  were  married  in  Fresno? 

A.  No,  I  left  Fresno  August  7,  1942,  and  ar- 
rived in  Petersburg,  Virginia,  I  believe  the  12th 
of  August,  and  I  was  married  on  the  il4th  of 
August. 

Q.     In  Petersburg,  Virginia? 


In  Petersburg,  Virginia. 

Where  did  you  go  from  there? 

We  went  to  Columbus,  Ohio. 

You  and  your  husband? 

Yes,  on  orders. 

How  long  were  you  stationed  there? 
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A.     Approximately  a  year  and  a  half. 

Q.  These  discussions  were  with  your  parents 
while  they  were  in  Columbus,  or  as  a  result  of 
correspondence  between  you?  A.     Yes. 

Q.  And  you  signed  the  partnership  in  March,  to 
the  best  of  your  recollection,  March  of  '43,  the  cer- 
tificate of  doing  business  in  November  of  '42. 

By  the  way,  did  you  receive  any  documents,  did 
you  receive  what  purported  to  be  an  agreement  of 
partnership  between  your  father,  your  mother, 
your  brother,  and  yourself  while  you  were  in  Co- 
lumbus and  prior  to  the  end  of  December,  '42? 

A.     I  did. 

Q.     Did  you  examine  that  document?  [98] 

A.    Yes,  I  did. 

Q.     Who  sent  you  the  document? 

A.  I  believe  it  came  from  United  Packing  Com- 
pany office  in  Fresno. 

Q.     Was  it  transmitted  by  your  father  to  you? 

A.     Yes,  it  was. 

Q.     Was  there  a  letter  with  it?  A.     Yes. 

Q.  You  haven't  any  of  this  correspondence, 
have  you? 

A.  No,  I  haven't.  We  lived  out  of  suit  cases 
and  in  homes  of  other  people,  and  wo  destroyed 
all  our  personal  letters. 

Q.     You  didn't  keep  any  of  the  letters? 

A.     No. 

Q.  When  you  received  this  document — you 
haven't  a  copy  of  it  any  more,  have  you? 

A.     No,  I  don't. 
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Q.     Did  you  sign  the  document? 

A.     No,  I  did  not. 

Q.     Did  you  have  any  objection  to  it  ? 

A.    Yes,  there  were  several  objections. 

Q.  What  did  you  do?  Did  you  convey  those 
objections  to  your  family?  A.     Yes,  I  did. 

Q.  Will  you  please  explain  to  the  Court  just 
what  you  conveyed  to  your  family  and  why  you 
didn't  sign  the  document?  [99] 

A.  Well,  there  were  several  stipulations  in  it 
that  I  didn't  agree  to,  and  as  my  husband  had 
signed  the  note  with  me,  which  made  him  as  liable 
for  this  amount  we  borrowed,  he  and  I  discussed 
it,  and  we  just  didn't  agree  to  them. 

Q.  Can  you  recall  what  you  didn't  agree  to 
generally,  not  in  detail,  but  generally  so  the  Court 
may  have  that  picture  ? 

A.  That  my  mother  and  father,  Molly  A.  and 
Floyd  Harkness,  had  too  much  power,  and  in  case 
of  death  there  were  several  stipulations  that  we 
didn't  agree  to. 

Q.     You  wrote  that  to  your  family? 

A.     Yes,  we  did. 

Q.  Subsequently  was  a  new  document  sent  to 
you  or  did  your  father  and  mother  bring  you  one, 
or  what  occurred? 

A.  I  believe  my  mother  and  father  came 
shortly  after  that,  and  we  had  a  long  discussion 
about  it.  In  March,  after  lengthy  correspondence 
about  it,  the  document  was  sent  in  March  which 
we  did  agree  to. 
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Q.  And  your  father  and  mother  called  on  you 
in  January,    '43?  A.     Yes,  January,    '43. 

Q.  And  you  discussed  the  situation  at  that 
time.    Was  your  husband  present  ? 

A.     Yes,  he  was. 

Q.  You  and  your  husband  while  you  were  at 
camp  with  him  [100]  continuously  discussed  these 
provisions  which  you  felt  weren't  fair  to  you  in 
view  of  your  husband  having  assumed  the  liability 
on  the  Note  ?  A.     Yes,  we  did. 

Q.  Subsequently,  in  March,  a  document  was 
transmitted  to  you  by  mail,  was  it '? 

A.     Yes,  it  was. 

Q.  That  was  satisfactory  to  you  and  you  exe- 
cuted the  document"?  A.     Yes,  we  did. 

Q.  Will  you  please  tell  us  in  more  detail  of  the 
conversations  which  preceded  the  execution  of  the 
document  *?  I  refer  particularly  to  discussions 
with  your  father  particularly  as  to  the  reasons 
why  you  were  to  participate  in  the  partnership 
and  so  forth.  If  you  please,  give  the  Court  that 
picture  of  your  relation  with  your  father  and 
mother  with  reference  to  the  situation. 

A.  Well,  as  I  said  before,  it  had  always  been 
imderstood  that  if  he  gave  one  of  his  children  the 
o])portunity  to  make  something,  to  make  a  venture, 
that  he  would  give  the  other  an  opportunity.  In 
the  summer  of  '42  when  all  this  was  coming  to  a 
head  about  the  co-partnership,  we  all  had  discussed 
my  making  a  venture  into  some  other  business  such 
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as  the  di  Giorgio  Farms  that  were  selling,  I  think, 
for  $6  a  share,  and  also  my  husband,  though  I  was 
engaged  to  him  and  knew  I  was  going  to  [101] 
marry  him,  he  had  talked  of  maybe  going  into  this 
Eapid  Harvest.  I  could  have  invested  into  that 
or  Standard  Oil. 

At  the  outcome  of  this  discussion,  since  my  hus- 
band was  more  interested  in  this  type  of  fruit 
business,  it  was  decided  to  take  the  risk  of  that 
note  in  with  the  United  Packing  Company. 

Q.  I  direct  your  attention  to  this  agreement, 
the  supplemental  agreement  which  was  signed  on 
the  4th  day  of  January,  1943,  Petitioners'  12-L, 
and  ask  you  if  that  Harriet  Harkness  Colgate  is 
your  signature.  A.     It  is. 

Q.  This  is  the  agreement  under  which  your 
father  received  a  salary  of  75  per  cent  of  the  net 
income  from  United  Packing  up  to  the  amount  of 
$100,000,  and  the  other  partners  participated  there- 
after.   Do  you  recall  that  document  ? 

A.     Yes,  I  do. 

Q.     Do  you  recall  where  you  signed  that? 

A.     Columbus,  Ohio. 

Q.  Did  you  have  any  discussions  with  your 
father  with  reference  to  the  salary  which  he  was 
to  receive? 

A.  Yes,  we  did,  and  my  husband  and  I  thought 
it  was  a  just  salary  for  his  experience  and  being 
on  the  spot,  and  in  a  tight  business  like  this  dur- 
ing the  war  it  took  a  long  time  to  get  letters  back 
and  forth,  and  his  services  were  well  worth  that. 
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Q.  Were  you  interested,  Mrs.  Colgate,  in  hav- 
ing your  husband  become  affiliated  with  this  busi- 
ness? A.     Yes,  I  was. 

Q.  And  you  had  discussed  his  future  after  he 
was  retired  from  the  Army  with  him  on  many  oc- 
casions? A.     Very  thoroughly. 

Q.  Did  you  have  any  discussions  with  your  hus- 
band as  to  whether  or  not  the  funds  necessary  to 
make  an  investment  in  the  co-partnership  should 
come  from  any  other  source  ? 

A.  Yes,  we  did  discuss  that  very  thoroughly.  My 
husband  comes  from  a  very  wealthy  family,  and 
his  father  had  told  us  that  any  venture  that  he 
might  wish  to  take  to  get  started  into  business,  he 
would  back  him  up  100  per  cent. 

We  discussed  that,  but  since  I  had  already  had 
this  offer  from  my  father  to  go  into  anything  I 
wished.  Standard  Oil  or  anything,  we  decided  to 
take  that.  We  had  legal  counsel,  and  that  was 
fine,  so  we  took  that. 

Q.  So  you  decided  to  borrow  the  money  from 
your  father?  A.     From  my  father. 

Q.     Xot  from  Mr.  Colgate's  family  ? 

A.     No. 

Mr.  Ehrlich:  I  am  trying  to  touch  just  a  few 
points,  your  Honor,  not  to  delay  this  matter  un- 
duly. 

The  Court:  When  you  speak  of  borrowing 
money,  I  suppose  you  mean  you  have  reference  to 
what  this  $34,000  was  given  [103]  for  ?  There  was 
no  money  actually  borrowed. 
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Mr.  Ehrlich :  That  is  correct.  I  meant  the  note, 
your  Honor,  the  obligation. 

The  Court:  One-fourth  interest  in  the  partner- 
ship. 

Mr.  Ehrlich:  The  creation  of  the  one-fourth 
partnership  by  the  giving  of  the  note.  I  was  a 
little  loose  in  my  language  there,  I  am  sorry. 

Q.  (By  Mr.  Ehrlich) :  The  only  time  you 
worked  in  the  offices  of  the  United  Packing  Com- 
pany was  for  three  months,  your  father  testified, 
around  June  of  1942  ^  A.     Yes. 

Q.  After  you  had  graduated  from  college  and 
before  your  marriage '? 

A.  Yes,  that  is  true.  But  at  the  time  that  this 
all  occurred,  my  husband  was  in  the  Army,  and  at 
that  time  there  were  very  few  officers  that  stayed 
in  this  country  more  than  six  weeks  after  they  re- 
ceived their  commissions.  At  that  time,  the  year 
and  a  half,  I  never  unpacked  my  suitcase,  always 
planning  that  the  next  day  or  w^eek  he  would  re- 
ceive orders  and  I  would  be  back  at  my  job  at  the 
United  Packing  Company. 

Mr.  Ehrlich :     That  is  all. 

The  Court:     Cross-examine. 

Cross-Examination 

By  Mr.  Mather :  [104] 

Q.  You  never  did  go  back  to  your  job  at  United 
Packing,  did  you"? 

A.     No,  I  didn't.    We  have  a  son. 
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Q.  You  spoke  of  investing  your  funds.  What 
funds  did  you  have  in  '42?  A.     This  money. 

Q.     What  money? 

A.  This  promise  that  I  took  at  his  word  that 
when  he  gave  my  brother  an  opportunity  to  make 
an  investment,  a  risk,  that  he  would  give  the  same 
opportunity  to  me.  If  I  had  chosen  to  go  to  Rapid 
Harvest  there  would  have  been  probably  a  check 
written;  but  since  we  chose,  my  husband  and  I,  to 
go  into  this,  there  was  no  need. 

Q.  He  never  gave  you  any  money  at  the  time 
you  executed  the  note,  did  he  ?  A.     No. 

Q.  You  spoke  of  discussions  that  you  had.  Who 
were  these  discussions  with? 

A.     What  discussions  do  you  mean  ? 

Q.  You  spoke  of  discussions  that  you  had  about 
the  creation  of  the  partnership  in  1942. 

A.     With  my  mother  and  my  father. 

Q.     All  right,  just  what  was  said  and  by  whom? 

A.  It  has  been  a  long  time  and  I  can't  remem- 
ber the  exact  words  at  all.  [105] 

Q.     If  you  will  just  come  close. 

A.  Well,  it  was  that  it  was  the  whole  gist  of 
what  I  have  been  saying. 

Mr.  Ehrlich :  Well,  repeat  it.  Mr.  Mather  is  en- 
titled to  have  your  testimony. 

A.  (Continuing) :  Well,  it  was  that  I  would 
borrow  this  money  to  purchase  one-fourth  interest 
in  the  United  Packing  Company;  and  witli  the 
understanding  all  along  that  my  husband,  as  com- 
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munity  property,  would  be  as  liable  as  I  and  would 
ultimately  come  into  active  participation. 

Q.  (By  Mr.  Mather)  :  That  is  the  sum  and 
substance  of  your  conversations  that  you  had  in 
1942? 

A.  Yes,  that  is  the  substance  of  it.  It  was  al- 
ways known  that  my  brother  would  be  given  an 
opportunity  to  go  into  it.  He  worked  in  it  ever 
since  he  was  15  and  16  years  old. 

Q.  I  think  you  testified  that  you  didn't  like  the 
original  document  that  was  sent  to  you.  Can  you 
tell  me  any  stipulation  in  that  agreement,  11-K, 
that  was  put  in  there  because  of  discussions  you 
had  with  respect  to  the  parts  you  didn't  like  in  the 
first  agreement? 

A.  Well,  if  I  could  find — it's  in  here  that  only 
two  parties  had  to  concur. 

Q.     Yes.  A.     And  that  was  changed.  [106] 

Q.     Is  that  the  part  you  didn  't  like  ? 

A.    Yes,  that  is  one  of  the  parts. 

Q.  It  wasn't  changed  until  after  '42,  was  it? 
It  wasn't  changed  until  the  supplemental  agree- 
ment sometime  after  '42  when  your  husband  was 
taken  in  ?  A.     I  can't  remember  that. 

Q.     Well,  now,  give  me  another  one. 

A.  Well,  this  part  in  here — I  can't  look  through, 
but  that  we  would  get  to  purchase  in  case  one  of 
them  passed  away,  the  other  interest. 

Q.     What  part  of  that  didn 't  you  like  ? 

A.  Well,  we  just  discused  it  and  didn't  agree 
to  it. 
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Q.     What  did  you  agree  to  ? 

A.     In  the  stipulation  ? 

Q.  Well,  what  would  be  satisfactory  to  you  about 
purchasing  the  interest  if  one  person  died  ? 

A.  Well,  that  we  would — no  one  person  would 
take  over  that  whole  part  of  it,  we  would  have  an 
equal  division  into  it. 

Q.  Was  the  partnership  agreement  reformed  in 
that  respect  ?  It  is  provided  in  the  agreement,  Mrs. 
Colgate,  that  if  anybody  wants  to  dispose  of  their 
interest  they  have  to  first  offer  it  to  the  remaining 
partners  ?  A.     Yes. 

Q.  And  that  it  will  be  sold  to  the  remaining 
partners  at  book  value "?  [107] 

A.     Uh  huh  (affirmative.) 

Q.  Now,  that  provision  is  in  the  instrument, 
isn't  it ^  A.     Yes. 

Q.     Is  that  the  one  you  are  referring  to  ? 

A.     I  believe  so. 

Q.  The  document  that  you  have  before  you  is 
purported  to  be  a  document  as  of  December  31, 
1942.    Now,  you  didn't  sign  it  until  March  of  1943? 

A.     March. 

Q.  I  want  to  know  if  that  document — do  you 
know  whether  that  document  was  signed  by  the 
other  members  in  1942 '^ 

A.  I  don't.  I  believe — I  don't  know,  I  am  con- 
fused. 

Q.     You  don't  know  whether  it  was  or  not? 

A.     I  believe  it  was. 

Mr.  Ehrlich :     Do  you  know  ? 
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The  Witness :     I  don't  know,  no. 

Q.  (By  Mr.  Mather)  :  Do  you  know  if  there 
were  any  revisions  in  the  document  that  was  made 
in  1942  that  was  signed  by  the  other  members  that 
you  ultimately  signed?  A.     Yes. 

Q.     Just  what  changes  were  made  ^ 

A.  Well,  the  changes  that  I  have  said  that  we 
disagreed  to. 

Q.  One  is  about  if  one  of  the  parties  died.  I 
forget  [108]  just  what  you  said  with  respect  to 
that.    Will  you  repeat  it? 

Mr.  Ehrlich:  The  others  should  have  a  right  to 
participate  equally. 

A.  That  no  one  person  would  be  able  to  take 
over  that  fourth,  that  the  other  remaining,  as  it 
may  be,  the  remaining  three,  would  have  a  third 
of  that  one-fourth  to  them. 

Q.     (By  Mr.  Mather):     What  other  provision? 

A.     About  the  concurring. 

Q.  Now,  do  you  recall  when  you  signed  12-L, 
that  is  about  the  salary  ? 

A.    What  was  your  question  again  ? 

Q.     Do  you  recall  when  you  signed  that? 

A.     You  mean  fixing  Mr.  Harkness' 

Q.  When  you  put  your  signature.  That  shows 
that  you  signed  your  name  down  here. 

A.     This  31st  day  of  December,  '42. 

Q     When  did  you  sign  this  document? 

A.     I  believe  in  November  of  '42. 

Mr.  Ehrlich :     I  think  she  is  confused. 
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Mr.  Mather:  I  am  trying  to  straighten  her  out 
if  I  can. 

Q.  (By  Mr.  Mather)  :  This  has  to  do  with  this 
partnership  agreement  about  salaries  that  are  to 
be  paid  to  your  father.  [109] 

A.     That  was  in  January. 

Q.  Well,  the  document  is  purported  to  be  exe- 
cuted as  of  January  4,  1943,  but  you  now  tell  me 
that  you  didn't  like  the  agreement  of  partnership 
dated  December  31,  1942,  so  you  didn't  sign  it  until 
March  of  1943.  What  I  am  trying  to  find  out  is 
if  you  signed  that  supplemental  agreement  that  is 
effective  as  of  January  4,  1943,  before  or  after  you 
agreed  to  the  articles  of  co-partnership  that  you 
didn't  sign  until  March  of  '43. 

A.  I  signed  this  before.  We  had  so  many  dis- 
cussions going  back  and  forth  in  correspondence 
and  such  that  I  knew  about  this  stipulation  and  I 
agreed  to  it  before. 

Q.  Before  you  signed  this  partnership  agree- 
ment? 

A.  Yes.  It  had  been  understood  and  talked 
about  so  much  that  I  knew  about  that. 

Q.  Now,  you  aren't  confused  about  another 
supplemental  partnership  agreement  that  was  exe- 
cuted in  1945?  A.     No. 

Q.     You  remember  that  one,  too  ?  A.     Yes. 

Q.  That  provided  that  three  people  could  make 
changes  ?  A.    Yes. 

Mr.  Mather:     I  think  that  is  all. 

The  Court :     Any  further  examination  ? 
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Mr.  Ehrlich:     No,  thank  you,  your  Honor.  [110] 
The  Court:     That  is  all. 

(Witness  excused.) 

Mr.  Ehrlich:     Mr.  Colgate,  please. 

Whereupon 

WILLIAM  HOYT  COLGATE,  JR. 

was  called  as  a  witness  on  behalf  of  the  Petition- 
ers, and  having  been  first  duly  sworn,  testified  as 
follows : 

The  Clerk:     State  you  name  and  address,  please. 

The  Witness:  William  Hoyt  Colgate,  Jr.,  520 
Eye  Street,  Sanger,  Fresno  County,  Sanger,  Cali- 
fornia. 

Direct  Examination 

By  Mr.  Ehrlich : 

Q.     Mr.  Colgate,  where  do  you  reside  ? 

A.     520  Eye  Street,  Sanger,  California. 

Q.  How  long  have  you  resided  in  Fresno 
County.  A.     Approximately  20  years. 

Q.     When  did  you  go  into  the  Army? 

A.     March  6,  1941. 

Q.     Under  what  circumstances  ? 

A.  Well,  at  that  time  I  thought,  and  according 
to  the  papers  and  everything,  that  fellows  going 
into  the  Army  then  would  go  in  for  one  year,  and 
after  the  termination  of  one  year  you  would  be  dis- 
charged. 

Q.     So  you  enlisted ;  is  that  right  ? 

A.     So  I  enlisted.  [Ill] 
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Q.     Where  were  you  stationed  at  that  time? 

A.     I  was  stationed  at  Monterey,  California. 

Q.    Where  else  after  thaf? 

A.  After  that  I  went  from  there  to  Camp  Rob- 
erts on  orders,  and  from  there  I  went  to  San  Luis 
Obispo. 

Q.  Were  you  ever  stationed  outside  the  State  of 
California  ^ 

A.  Then  I  went  to  Ford  Ord,  and  from  Fort 
Ord  in,  I  believe  it  was  the  middle  part  of  May, 
1942,  I  was  sent  to  Camp  Lee,  Virginia,  Peters- 
burg, Virginia,  on  orders. 

Q.     How  long  did  you  remain  there  ? 

A.  I  left  there  in,  I  believe  it  was  in  October 
of  1942. 

Q.     Where  did  you  go  from  there  ? 

A.  I  was  sent  on  orders  to  Columbus  Quarter- 
master Depot,  in  Columbus. 

Q.     By  the  way,  you  enlisted  as  a  private  ? 

A.     I  did. 

Q.     Where  did  you  go  from  Columbus,  Ohio? 

A.  From  Columbus,  Ohio,  I  was  sent,  I  believe 
it  was  in  1944,  in  March,  I  believe,  I  was  sent  to 
the  Commander  General  Staff  School,  Fort  Leaven- 
worth, Kansas. 

Q.     How  long  did  you  stay  there  ? 

A.  I  stayed  there  until  June,  and  from  there  I 
was  sent  back  to  Camp  Lee,  Virginia.  [112] 

Q.     How  long  did  you  remain  there  ? 

A.     I  stayed  there  until  August,  when  T  was  sent 
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to  the  Woodrow  Wilson  General  Hospital  at  Stan- 
ton, Virginia. 

Q.     You  became  ill  in  the  service  ^ 

A.     Yes,  I  did. 

Q.     How  long  were  you  in  the  service  ? 

A.    A  little  over  three  and  a  half  years. 

Q.     When  were  you  discharged? 

A.  I  was  given  orders  to  proceed  home  on 
terminal  leave  in  October  of  1944,  and  my  terminal 
leave  ended  and  I  was  retired  in  January,  1945. 

Q.  You  received  a  medical  discharge  from  the 
service  ?  A.     I  did,  medical  discharge. 

Q.  And  you  actually  retired  then  in  January, 
'45?  A.    Yes. 

Q.  When  you  said  you  came  home,  did  you 
mean  you  went  to  Fresno  County? 

A.     To  Fresno,  yes. 

Q.     Harriet  Colgate  is  your  wife,  is  she  not? 

A.     She  is. 

Q.  Prior  to  your  marriage,  how  long  had  you 
known  your  wife,  approximately  ? 

A.     Since  about  1937. 

Q.  By  the  way,  at  the  time  you  retired  you  were 
medically  discharged  from  the  service,  what  waF 
your  rank  ?  [113]  A.     I  was  a  captain. 

Q.     What  branch  ? 

A.     Quartermaster  Corps. 

Q.    When  were  you  married,   Mr.   Colgate? 

A.     August  14,  1942. 

Q.    At   Camp   Lee,   Petersburg,   Virginia? 

A.     Petersburg,  Virginia. 


Commissioner  of  lyiternal  Revenue,  213 

(Testimony  of  William  Hoyt  Colgate,  Jr.) 

Q.  You  and  Mrs.  Colgate  reside  in  Sanger, 
Fresno  County,  at  the  present  time  ? 

A.    We  do. 

Q.  And  Mr.  Floyd  Harkness,  Sr.,  is  your 
father-in-law,  is  he  not  ?  A.     Yes. 

Q.     How  long  have  you  known  Mr.  Harkness? 

A.     Approximately  nine  years,  I  would  say. 

Q.  And  Mrs.  Harkness  is  your  mother-in-law, 
and  you  knew  her  approximately  the  same  length 
of  time?  A.     Same  time. 

Q.  You  were  married  in  August  of  '42.  Do  you 
recall  when  you  first  discussed  the  formation  of 
the  partnership  in  which  your  wife  became  a  quarter 
owner?  I  refer  to  the  partnership  between  your 
father-in-law",  mother-in-law,  brother-in-law,  and 
wife.  A.     Would  you  repeat  that  question? 

Q.  Do  you  remember  when  you  had  discussions 
concerning  [114]  that?  A.     Yes. 

Q.  When  did  you  first  discuss  it  with  your 
wife  ? 

A.  Well,  when  she  came  back  there  and  we  got 
married,  that  was  among  the  first  things  we  started 
to  discuss. 

Q.     Did  she  initiate  the  subject  with  you? 

A.  No,  I  had  always — well,  it  came  about  that 
I  had  always  been  interested  in  agriculture  and  I 
always  wanted  to  get  into  it.  Then  she  brought  uj) 
this  opportunity  that  had  been  offered. 

Q.  What  did  she  say  to  you  at  tlie  time,  in  sub- 
stance. 

A.     Well,   in  substance,  she  had  been  promised 
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this,  some  money  from  her  father,  equal  to  what- 
ever was  given  to  her  brother,  and  we  could  more 
or  less  invest  that  as  we  saw  fit. 

Q.  Did  you  and  Mrs.  Colgate  discuss  this  matter 
at  length^  A.    We  did. 

Q.  The  advisability  of  your  vdfe  going  into  the 
partnership  with  her  father  and  mother  and  her 
brother?  A.     We  did. 

Q.  Can  you  give  us  some  more  of  the  details  of 
the  discussion  that  you  had  '^ 

A.  Well,  I  knew  that  when  I  got  out  of  the 
Army  that  we  would  want  to  go  into  something, 
and  the  discussion  more  or  [115]  less  was  whether 
we  at  that  time  wanted  to  borrow^  that  much  money 
and  go  in  debt  for  it  or  whether  w^e  should  wait 
until  I  was  retired  from  the  Army. 

Q.  Were  you  familiar  with  the  business  con- 
ducted by  your  father-in-law  '^ 

A.  I  was  familiar  to  the  extent  that  I  had  al- 
ways heard  about  him  and  the  United  Packing 
Company  where  I  worked  at  Peerless  Pump  Com- 
pany before  I  went  into  the  Army. 

Q.     By  the  way,  where  did  you  go  to  school  *? 

A.     Fresno  State  College. 

Q.  Had  you  worked  at  the  Peerless  Pump  Com- 
pany during  the  periods  that  you 

A.  I  worked  at  Peerless  Pump  Company  dur- 
ing two  summers  and  then  a  period  for  about,  I 
would  say,  nine  months. 

Q.     After  you  quit  college "? 

A.    After  I  quit  college,  yes. 
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Q.  Did  you  discuss  in  these  discussions  with 
your  wife — did  the  provisions  of  the  proposed 
partnership  agreement  come  up  ? 

A.     They  did,  definitely. 

Q.  And  you  knew,  did  you  not,  that  in  order 
for  your  wife  to  participate  in  the  partnership  it 
would  be  necessary  for  you  to  sign  a  promissory 
note  ? 

A.  I  did,  and  at  the  time  I  didn't  know  whether 
to  sign  the  note  and  go  into  debt  to  Mr.  Harkness 
or  borrow  it  [116]  from  my  own  father.  After 
lengthy  discussion  between  my  wife  and  myself  we 
decided  that  I  might  be  going  overseas  and  it  might 
be  best  to  borrow  it  from  her  father,  which  we  did. 

Q.  Your  wife  has  testified  to  certain  provisions 
of  the  proposed  partnership  agreement  which  w^ere 
objectionable  to  you  and  herself.  Do  you  recall 
i-.hose  discussions'? 

A.  Well,  I  believe  one  of  them  was  that  in  case 
of  a  death  of  one  of  the  partners  as  it  stood  then 
<;he  partnership  would  fall  back  to  Mr.  and  Mrs. 
Harkness,  which,  in  my  position,  in  case  it  was  my 
wife,  wouldn't  have  been  a  very  good  move. 

Q.  That  was  objected  to  and  finally  straightened 
out  in  accordance  with  the  existing  contract"? 

A.     That's  right. 

Q.  Did  you  and  your  wife  have  any  discussions 
regarding  the  policy  of  the  partnership  of  allow- 
ing the  profits  to  remain  undistributed  in  the 
business "? 

A.     Well,  we  had  discussed  that  for  some  time. 
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but — you  mean  increasing  the  capital  of  the  com- 
pany"? We  wanted  to  do  that  because  heretofore 
every  time  Mr.  Harkness  hired  a  key  man  to  take 
a  district  or  something  he  would  borrow  or  work 
on  a  percentage  deal,  and  at  the  end  of  the  year 
he  would  take  his  percentage  and  his  salary  and 
withdraw  it  from  the  company. 

Q.  And  you  were  perfectly  satisfied  to  sign  com- 
mitments to  the  effect  that  the  profits  should  remain 
in  the  business  so  [117]  that  the  capital  account 
could  increase? 

A.  I  was.  I  was  in  the  Army  and  had  no  use 
for  it. 

Q.     So  as  to  permit  the  business  to  grow. 

Mr.  Mather:     Now,  Mr.  Ehrlich 

Mr.  Ehrlich:  I  am  sorry,  I  withdraw  that.  I 
am  sorry,  your  Honor. 

Q.  (By  Mr.  Ehrlich)  :  Were  there  any  discus- 
sions as  to  other  possibilities  of  investment  with 
your  wife?  A.     Oh,  definitely. 

Q.  Will  you  please  give  the  Court  the  substance 
of  those  discussions  ? 

A.  Well,  we  discussed  all  kinds  of  investments, 
and  I  had  an  offer  from  the  Rapid  Harvest  Com- 
pany of  when  and  if  I  ever  got  out  of  the  Army 
that  I  could  go  to  work  there  at  a  very  good  salary. 
And  then  also,  with  this  money  that  she  supposedly 
could  borrow,  whether  we  should  invest  in  stock  at 
that  time  or  hold  it  or  go  into  the  United  Packing 
Company,  which  we  ultimately  did. 
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Q.  You  said  you  worked  for  the  Peerless  Pump 
Company.  What  was  the  nature  of  the  activities 
that  you  engaged  in  while  working  for  them  ? 

A.  Well,  I  started  there  as  an  apprentice  and 
finally  worked  up  to  where  I  was  allowed  to  go  out 
and  work  with  the  crews.  We  traveled  all  over  the 
San  Joaquin  Valley  installing  [118]  pumps,  and  as 
far  as  agriculture  is  concerned  we  had  to  know  what 
type  of  crop  was  going  to  be  grown,  Avhat  size  pump 
to  install,  how  big  a  head  of  water  they  wanted, 
which  way  the  water  would  flow^,  and  we  had  to  know 
everything  that  the  farmer  was  going  to  grow  in  re- 
gards to  irrigation. 

Q.  And  you  lived  there,  you  said,  practically  all 
your  life^  A.     I  have;  about  20  years,  yes. 

Q.  You  returned  from  the  Army  in  October,  '44, 
is  that  correct  ?  A.     Yes,  I  did. 

Q.  When  did  you  start  working  for  United  Pack- 
ing, actively  working  as  an  employee  ? 

A.  Actively  working,  I  think  I  was  home,  got 
my  suitcase  unpacked,  and  about  four  days  I  was  on 
the  road. 

Q.  When  you  say  **on  the  road"  you  were  w^ork- 
ing  for — what  was  the  nature  of  your  work  % 

A.  At  that  time  Mr.  Sorensen,  that  was  right  at 
the  end  of  the  1944  season,  and  I  believe  we  were  in 
Emperors  at  the  time,  and  just  about  three  weeks 
to  go 


Q.     By  *^ Emperors"  you  mean  grapes? 
A.     Emperor    grapes,    yes.      I    traveled    around 
with  Mr.  Sorensen  for  the  remaining  three  or  four 
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weeks  of  the  season  until  the  packing  house  closed. 

Q.  Then  you  received  some  $450  or  thereabouts 
salary  [119]  for  the  work  for  those  three  months? 

A.  I  did,  after  going  with  Mr.  Sorensen  for  two 
or  three  weeks  until  he  just  about  was  through.  I 
mean,  he  didn't  come  around  the  packing  house  any 
more.  I  went  down  to  the  ranches  and  w^orked  on 
the  ranches. 

Q.  Mr.  Sorensen  retired  from  United  Packing  in 
January  of  1945,  did  he  not  ? 

A.  He  did,  but  he  didn't  come  around  the  sheds 
much  after  the  grape  deal  was  over. 

Q.  I  understand.  Now,  Mr.  Colgate,  you  worked 
for  United  Packing  in  1945,  did  you  not  ? 

A.     I  did. 

Q.  What  arrangements  were  made  for  your  com- 
pensation at  the  time? 

A.  At  that  time  I  believe  w^e  w^ere  under  the 
Wage  Stabilization  Law  or  Order,  whatever  it  was, 
that  a  field  man  was  allowed  $250  a  month,  and  I 
believe  a  small  percentage,  for  which  I  agreed  to 
work. 

Q.  By  the  way,  I  direct  your  attention  to  this 
agreement — did  I  give  you  the  1945  agreement? 

Mr.  Mather :     It  is  attached  to  the  stipulation. 

Mr.  Ehrlich:  I  don't  seem  to  be  able  to  place  my 
hands  on  it. 

Mr.  Mather:  It  is  attached  to  the  stipulation. 
Exhibit  3-C. 

Q.     (By  Mr.  Ehrlich)  :     I  direct  your  attention 
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to  Exhibit  3-C — no,  that  isn't  it.    I  wanted  the  sup- 
plemental agreement  of  January. 

I  have  a  copy  here.  I  direct  your  attention  to  a 
document  entitled,  *^This  supplemental  agreement 
dated  the  11th  day  of  January,  1946,''  signed  by,  or 
purported  to  be  signed  by  Floyd  Harkness,  Molly  A. 
Harkness,  Floyd  Harkness,  Jr.,  Harriet  Harkness 
Colgate,  and  William  H.  Colgate,  Jr.  Do  you  recall 
that  document?  A.     I  do. 

Q.  Will  you  relate  to  the  Court  the  circumstances 
under  which  this  agreement  was  signed  'f  By  the  way, 
your  Honor,  this  is  the  agreement  where  Colgate 
became  formally  a  party  of  the  partnership  to  par- 
ticipate with  his  wife  as  her  husband,  having  a 
quarter  interest. 

Will  you  please  relate  the  circumstances  to  the 
Court? 

A.  You  mean  the  document,  describe  the  docu- 
ment? 

Q.  No,  relate  the  circumstances  under  which  it 
was  signed.    Do  you  recall  when  it  was  signed? 

I  am  sorry,  your  Honor,  he  became  a  partner  on 
the  16th  day  of  January,  1945,  and  I  think  that  is 
in  the  stipulation. 

Mr.  Mather:     Exhibit  8-H.  [121] 

Mr.  Ehrlich:  Exhibit  2-B,  Mr.  Mather.  No,  I  will 
take  it  from  the  stipulation. 

Q.  (By  Mr.  Ehrlich)  :  I  am  directing  your  at- 
tention to  this  supplemental  agreement  between  your 
father,  your  mother,  your  brother-in-law,  your  wife, 
and  yourself. 


220  Molly  A.  Harkness  vs. 

(Testimony  of  William  Hoyt  Colgate,  Jr.) 

Do  you  recall  the  circumstances  under  which  this 
supplemental  agreement  was  signed  wherein  and 
whereby  you  became  a  partner  of  the  United  Pack- 
ing Company? 

A.  And  I  participated  in  my  wife's  one-fourth 
interest. 

Q.  That  is  correct.  When  was  that  signed'?  Do 
you  remember?  Around  this  date  that  it  bears? 

A.  Let's  see.  That  w^as  signed,  I  believe,  in  Jan- 
uary, 1945,  I  think. 

Q.  It  bears  the  date  of  the  16th  day  of  January, 
1945.  Did  you  do  some  work  for  the  United  Packing 
during  January,  1945  ?  A.     I  did. 

Q.     I  mean  during  the  year  1945. 

A.     I  did. 

Q.  And  you  devoted  your  services  exclusively  to 
that? 

A.     Exclusively  to  the  United  Packing  Company. 

Q.  You  received  for  your  services  for  that  year 
some  $5,375,  is  that  correct? 

A.     That's  right.  [122] 

Q.  And  that  was  provided  for  in  the  supple- 
mental agreement?  A.     That's  right. 

Q.     Now^,  what  did  you  do  during  the  year  1945? 

A.    What  did  I  do? 

Q.     Yes,  what  was  the  nature  of  your  service? 

A.  Well,  I  was  in  complete  charge  of  what  we 
call  the  Sanger-Clo\is — we  didn't  have  the  Parlier 
Shed  then,  the  Sanger-Clovis  areas.  I  was  just  Gen- 
eral Manager  of  the  whole  show  out  there. 

Q.     Of  that  district? 
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A.  Of  that  district,  hiring  and  firing,  shipping 
the  cars,  and  the  complete  run  of  the  outfit. 

Q.  I  direct  your  attention  to  an  agreement  dated 
the  11th  day  of  January,  1946,  signed  by  the  mem- 
bers of  the  partnership,  fixing  the  participations  of 
the  partners.  Do  you  recall  the  execution  of  that 
agreement '^  A.     Yes,  I  do. 

Q.  During  the  year  1946  you  rendered  services 
to  the  partnership'?  A.     I  did. 

Q.  What  was  the  nature  of  the  service  you  ren- 
dered? A.     Exactly  the  same  as  in  1945. 

Q.  And  your  participation,  your  salary  for  the 
year  1946  was  the  sum  of  $46,554.79  ?  [123] 

A.     I  believe  that  is  correct. 

Q.  That  was  based  on  a  percentage  of  the  profits 
in  that  portion  of  the  business  in  which  you  were 
active  ? 

A.  That's  right,  25  per  cent  of  the  Clovis  and 
Sanger  deals. 

Q.  That  is  as  appears  in  the  contract  which  was 
signed  by  the  members  of  the  partnership? 

A.     1946,  right. 

Q.  I  direct  your  attention  to  an  agreement  which 
was  signed  the  24th  day  of  January,  1947,  signed  by 
the  members  of  the  partnership.  A.     Yes. 

Q.     Do  you  recall  that?  A.     I  do. 

Q.  And  that  in  turn  provided  for  the  participa- 
tion of  your  father-in-law,  your  brother-in-law,  and 
yourself?  A.     That's  right. 

Q.    What  did  you  do  that  year? 

A.     Same  thing. 
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Q.     Same  type  of  work^ 

A.    As  in  1945  and  1946. 

Q.     1947  now  we  are  talking  about. 

A.     And  1947. 

Q.  And  you  received,  it  appears  in  the  stipula- 
tion, for  your  services,  the  sum  of  $35,928.45.  [124] 

A.     I  believe  that  is  right. 

Q.  That  represents,  as  it  calls  for  in  the  con- 
tract, your  25  per  cent  of  the  profits  of  the  par- 
ticular operation  which  you  were  managing'? 

A.     Of  the  Clovis  and  Sanger  Districts,  yes. 

Q.  That  is  what  you  w^ere  managing  for  the 
partnership. 

During  the  year  '48  you  worked  for  the  United 
Packing  "I  A.     Definitely. 

Mr.  Ehrlich :     I  think  that  is  all. 

The  Court:     Cross-examine. 

Cross-Examination 
By  Mr.  Mather: 

Q.  Mr.  Colgate,  at  the  time  you  executed  Peti- 
tioners' Exhibit  No.  17,  which  is  a  promissory  note, 
had  you  seen  a  financial  statement  of  United  Pack- 
ing Company? 

A.  I  didn't  see  it,  but  I  had  verbally  been  told 
what  it  was. 

Q.  You  knew  that  their  assets  consisted  of  $100,- 
000  in  cash,  didn't  you? 

A.     I  believe  it  w^as  $130,000,  some  odd,  yes. 
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Q.  Cash  was  $100,000,  and  $38,000  was  other 
property.  A.     That's  right. 

Q.  Did  you  know  what  their  income  had  been 
for  the  year  1942?  [125]  A.     I  did. 

Q.    Around  $141,000? 

A.     Somewhere  in  there. 

Q.  It  w^asn't  much  of  a  decision  on  your  part  to 
take  a  25  per  cent  interest  by  executing  a  note, 
was  it? 

Mr.  Ehrlich:    Isn't  that  an  argument? 

Mr.  Mather:  I  am  just  asking  him.  You  asked 
w^hat  his  decision  was.     This  is  cross-examination. 

A.     No,  it  wasn't. 

Q.  (By  Mr.  Mather):  You  would  be  glad  to 
enter  into  those  agreements  most  any  time,  wouldn't 
you? 

Mr.  Ehrlich:  Well,  now,  Mr.  Mather,  if  they 
turned  out  as  well  as  this  one,  I  would  say  so. 

A.    Yes,  I  would. 

Q.  (By  Mr.  Mather) :  What  was  your  position 
with  the  pump  company  in  '41? 

A.  I  guess  you  would  call  me  an  assistant  fore- 
man of  one  of  the  field  crews. 

Q.     What  was  your  approximate  salary? 

A.  Well,  it  ranged  between  $150  and  $200,  be- 
cause the  crews  worked  by  the  hours,  and  it  depends 
on  whether  we  had  a  good  week  or  it  was  a  rainy 
day,  or  something  like  that,  tliat  we  didn't  work 

Q.  Was  that  company  owned  by  some  of  your 
relatives  ?  A.     No. 

Q.    You  don't  contend  that  you  were  a  member 
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of  this  partnership  in  our  taxable  year  1943,   do 

you,  Mr.   Colgate? 

A.    Well,  I  believe  I  was  in  a  sense  of  the  word. 

Mr.  Mather:    You  think  you  were. 

That  is  all. 

Mr.  Ehrlich:     Nothing  further. 

The  Court:    We  might  take  a  recess. 
(Short  recess.) 

The  Court:     Proceed,  gentlemen. 

Mr.  Ehrlich:  I  have  a  couple  of  questions  of 
the  witness. 

Eedirect  Examination 
By  Mr.  Ehrlich: 

Q.  Mr.  Colgate,  you  testified  that  the  original 
partnership  agreement  that  was  sent  you  was  unsat- 
isfactory for  the  reason  that  in  the  event  of  the  death 
of  a  partner  the  interest  went  to  the  father  or 
mother.    Did  you  discuss  that  with  counsel  at  camp  ? 

A.     I  did. 

Q.  Do  you  remember  the  names  of  the  attorneys 
you  discussed  it  with?  Were  they  in  the  service 
with  you,  by  the  way? 

A.  Yes,  they  were.  They  were  officers.  Robert 
Bechtol  [127]  from  Lincoln,  Nebraska,  Donald  Zie- 
gel  from  Eaton,  Ohio,  and  Olin  K.  Petefish,  from 
Lawrence,  Kansas. 

Q.     They  were  attorneys  in  civilian  life? 

A.    Yes,  they  were. 

Q.    And  you  discussed  this  document  with  them  ? 

A.     I  did. 


Commissioner  of  Internal  Revenue,  225 

(Testimony  of  William  Hoyt  Colgate,  Jr.) 
Q.    And  your  wife  also?  A.    Yes. 

Mr.  Ehrlich:     That  is  all,  your  honor. 
Mr.  Mather:     That  is  all. 
The  Court:    That  is  all. 

(Witness  excused.) 

Mr.  Ehrlich:    Mr.  Harkness. 

Whereupon 

FLOYD  JAMES  HARKNESS,  JR. 

was  called  as  a  witness  on  behalf  of  the  Petitioners, 
and  having  been  first  duly  sworn,  testified  as  follows : 

The  Clerk :    State  your  name  and  address,  please. 
The  Witness:    Floyd  James  Harkness,  Jr.,  1904 
Harvard,  Fresno,  California. 

Direct  Examination 

By  Mr.  Ehrlich: 

Q.  How  long  have  you  resided  in  Fresno  County, 
Mr.  Harkness? 

A.     All  my  life,  approximately  31  years.   [128] 

Q.  Floyd  J.  Harkness,  Sr.,  is  your  father,  and 
Molly  Harkness  is  your  mother  ?  A.     They  are. 

Q.     Harriet  is  your  sister?  A.     Yes,  sir. 

Q.    William  Colgate  is  your  brother-in-law? 

A.     Yes,  sir. 

Q.  You  are  familiar  with  the  articles  of  co-part- 
nership that  have  been  introduced  in  evidence,  Peti- 
tioners' Exhibit  11-K?  A.     I  am,  sir. 

Q.     When  did  you  graduate  from  college? 
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A.    June,  1941. 

Q.  And  you  had  been  deferred  by  the  draft  board 
to  permit  you  to  complete  your  education? 

A.     I  had. 

Q.  Upon  graduation  from  college,  what  did  you 
do? 

A.  I  immediately  went  to  work  for  the  United 
Packing  Company. 

Q.  Had  you  worked  previously  for  the  United 
Packing  Company? 

A.  Yes,  sir,  on  and  off  for  almost  eight  years,  I 
believe  it  is. 

Q.     It  w^as  organized  in  1937? 

A.    Well,  prior  to  that.  [129] 

Q.  You  had  worked  for  the  United  Packing 
Company,  consisting  of  your  father  and  Mr.  Jasper  ? 

A.     Mr.  Jasper,  yes,  sir. 

Q.  And  after  your  father  and  Jasper  dissolved 
and  your  father  conducted  the  business  as  co-pro- 
prietorship you  worked  for  him? 

A.  Yes,  right  afterwards  for  a  considerable 
length  of  time. 

Q.  As  I  understand  it,  in  June,  '37,  after  school 
was  over,  you  worked  for  your  father  at  that  time. 

A.  Yes.  I  was  going  to  Fresno  State  College, 
started  my  vacation  in  June  of  that  year,  and  in- 
stead of  going  back  to  college  courses  that  fall,  I 
remained  and  worked  with  my  father  in  the  United 
Packing  Company,  handled  several  areas  for  him. 

Q.     Is  it  correct  to  state  that  you  worked  every 
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summer  since   '34  in  the  activities  in  which  your 
father  was  interested? 

A.  Yes,  sir.  I  worked  a  full  three  months  every 
year. 

Q.     You  worked  three  months  every  year? 

A.     Yes,  sir. 

Q.     And  in  all  phases  of  the   operations? 

A.    Yes,  sir. 

Q.  What  did  you  do  during  that  seven-months 
period  between  June,  '37,  and  January,  '38?  [130] 

A.  I  worked  in  the  packing  plants  various  capac- 
ities in  various  packing  houses.  I  ended  up  run- 
ning the  Exeter  packing  shed  in  Tulare  County 
where  we  packed  Emperor  grapes.  But  I  believe 
we  packed  tomatoes  that  year,  and  I  operated  that. 
I  believe  that  was  the  year. 

Q.     Were  you  compensated  for  your  services  ? 

A.     Certainly,  yes,  sir. 

Q.  Directing  your  attention  now  to  the  year 
1941,  you  say  you  worked  the  rest  of  that  year  after 
graduating  from  Fresno  State  College? 

A.     Yes,  sir. 

Q.     You  worked  for  United  Packing? 

A.     Yes,  sir. 

Q.  What  did  you  do  during  that  period  until  the 
end  of  the  year? 

A.  I  did  a  little  of  everything  for  the  company 
that  year,  sir. 

Q.    You  say  ^^the  company."    You  mean 

A.  United  Packing  Company.  The  first  opera- 
tion was  on  the  west  side  in  Firebaugh,  where  we 
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were  growing  carrots  and  canteloupes.     I  did  all 
the  ofifice  work  for  the  majority  of  it  in  Firebaugh 
besides  supervising  part  of  the  growing. 

When  that  deal  was  over  I  went  into  the  grapes. 
The  deals  sort  of  coincide ;  one  is  over  and  then  the 
other  begins.  [131] 

Q.  And  you  received  a  salary,  and  did  you  have 
a  percentage  deal? 

A.  Yes.  All  I  could  get  was  five  per  cent  that 
year. 

Q.     What  salary  did  you  receive? 

A.  The  same  as,  I  beleive,  several  other  of  our 
field  men,  $150  a  month,  I  believe  the  figure  was. 

Q.  And  your  participation,  am  I  correct,  was 
approximately — your  five  per  cent  participation  in 
your  share  of  the  deal  was  about  $910.41  ? 

A.     I  believe  that  figure  is  correct,  sir. 

Q.     When  did  you  enter  into  the  service. 

A.     January  12,  1942. 

Q.  At  the  time  you  entered  the  service  you  had 
been  deferred  by  the  draft  board  on  the  ground  that 
you  were  in  an  essential  occupation? 

A.     I  had  been  previously,  yes,  sir. 

Q.  Had  you  had  any  discussions  with  your  father 
at  the  time  you  left  college  with  reference  to  your 
going  into  business  with  him? 

A.     Yes,  sir,  I  had. 

Q.  Will  you  please  state  the  substance  of  those 
conversations  to  the  Court? 

A.  I  had  asked  immediately  upon  getting  out 
of  college  and  going  back  to  work  for  the  United 
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Packing  Company,  that  I  be  given  an  opportunity 
of  becoming  a  part  owner  of  the  company  [132]  at 
that  time  and  sharing  in  the  profits  of  the  company. 
However,  we  had  at  that  time — I  say  ^'we^'  because 
I  have  been  associated  with  the  company  for  all  my 
life,  I  mean,  heard  of  it  and  everything — we  had 
working  arrangements  with  our  Sales  Manager, 
Claude  Steiger,  field  men  all  over  the  valley,  for 
various  percentage  deals,  and  my  dad  just  couldn't 
see  fit  at  that  time  to  let  me  in  for  more  than  five 
per  cent.  There  wouldn't  have  been  anything  left 
for  my  mother  and  father. 

Q.     Did  he  tell  you  that  at  the  time? 

A.  Yes,  sir.  We  talked  of  that  often  because  I 
not  only  was  in  the  field,  but  put  in  a  part  of  every 
day  and  evening  in  our  offices  at  Fresno,  and  we 
discussed  it  quite  often. 

Q.  When  were  you  discharged  from  the  service, 
Mr.  Harkness? 

A.  I  was  released  from  active  duty  and  went 
on  terminal  leave,  I  think  it  Avas  about  the  6th  of 
January,  1946. 

Q.     You  enlisted  as  a  private  ?  A.     Yes,  sir. 

Q.     What  was  your  rank  when  you  came  out? 

A.     Major  in  the  Air  Corps,  sir. 

Q.  How  long  were  you  in  the  United  States 
while  you  were  in  the  service?  From  when  till 
when? 

A.  I  was  in  the  United  States  for  approximately 
two  [133]  years,  from  January  12,   '42,  the  day  I 
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enlisted,  until  I  departed  for  overseas  duty  Decem- 
ber 23,  1943. 

Q.  Where  were  you  stationed  the  rest  of  the 
time?  A.     India,  China,  and  Burma,  sir. 

Q.  You  were  in  India,  China,  and  Burma  from 
December,  '43,  or  thereabouts,  until  the  end  of 
1945? 

A.  Just  about  two  years,  sir,  and  I  returned 
from  overseas  duty  in  December,  '45,  took  a  couple 
of  weeks  in  the  mechanics  of  the  Army  to  get  me  out. 

Q.  Upon  your  discharge  from  the  Army  you 
were  in  Fresno?  A.     Repeat  that,  sir. 

Q.  When  you  were  discharged  from  the  Army 
you  were  in  Fresno  at  the  time,  at  the  end  of  your 
terminal  leave.  You  were  in  Fresno,  as  a  matter 
of  fact,  from  January,  '46. 

A.  Yes.  My  terminal  leave  was  from  January 
until  April,  but  all  that  time  I  was  working  for 
United  Packing  Company. 

Q.  As  soon  sa  you  returned  to  Fresno  you  started 
working  for  United  Packing  immediately,  is  that 
correct?  A.    Yes,  sir. 

Q.  And  you  have  worked  for  United  Packing 
ever  since?  A.    Yes,  sir. 

Q.     That  includes  '46,  '47,  and  '48? 

A.     Includes  up  to  the  present  time,  sir.   [134] 

Q.  Now,  getting  back  to  this  conversation  with 
your  father,  at  the  time  you  worked  for  him  during 
June  to  December  of  1941,  he  stated  to  you  that  he 
couldn't  at  that  time  permit  you  to  participate.  Did 
you  have  any  conversations  regarding  your  future 
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relations  with  the  business  operated  by  your  father 
and   mother?  A.     Yes,    sir. 

Q.     You  did  have  some  conversation  about  it? 

A.     Yes,  sir. 

Q.     About  when,  during  that  period? 

A.  Yes,  sir.  I  was  living  with  them.  I  was 
unmarried,  and  I  talked  to  them  very  often. 

Q.  About  your  future  relations  with  the  busi- 
ness ?  A.     Certainly. 

Q.     What  was  the  substance  of  the  conversations  ? 

A.  Well,  inasmuch  as  most  all  of  our  field  men 
were  on  a  year-to-year  basis,  it  w^as  my  understand- 
ing and  a  promise  from  my  mother  and  father  that 
at  the  conclusion  of  1941  I  would  be  allowed  to  pur- 
chase an  interest  in  the  United  Packing  Company, 
because  my  father  and  mother  at  that  time  could 
make  other  arrangements  for  the  following  year 
with  the  other  employees,  allowing  larger  percentage 
to  be  sold  to  me. 

Q.  I  direct  your  attention  to  Petitioners'  Ex- 
hibit 11-K,  the  partnership  agreement  of  December 
31,  1942.  A^Hien  did  the  ideas  as  to  the  signing  of 
an  agreement  crystallize  between  you  [135]  and  your 
father  and  mother? 

A.  Well,  we  had  been  talking  for  a  long  time  of 
it,  but  the  actual,  as  you  say,  ^^crystallization"  oc- 
curred during  the  summer  and  early  fall   of   '42. 

Q.     Where  were  you  stationed  at  that  time? 

A.  Over  here  in  Marin  County  at  Hamilton 
Field. 

Q.     How  long  were  you  at  Hamilton  Field? 
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A.     Around  13  months. 

Q.     From  when  to  when? 

A.     November,  1942,  until  I 

Q.     Went  overseas? 

A.  Departed,  left  there  and  flew  to  Miami,  Flor- 
ida, to  go  overseas. 

Q.  During  that  period  you  visited  continuously 
in  Fresno?  A.    Yes,  sir. 

Q.     You  were  there 

A.     Not  continuously,  but  frequently. 

Q.  Frequently  you  visited  your  family,  and  the 
discussion  of  these  family  affairs,  participation  in 
the  business,  took  place,  is  that  correct? 

A.  Yes,  sir.  I  both  visited  with  them  and  with 
the  business.  I  mean,  I  was  home  during  the  ship- 
ping season. 

Q.  Did  you  participate  at  all  in  the  business 
activities  ? 

A.  Not  formally,  but  on  just  about  every  visit 
home  I  [136]  was  in  the  office  and  at  the  various 
packing  plants  and  so  forth. 

Q.  You  talked  to  your  dad  about  the  conditions 
of  the  business? 

A.     Dad  and  our  other  employees,  yes. 

Q.     That  was  while  you  were  in  the  service  ? 

A.     Yes,  sir. 

The  Court:    That  was  in  '42? 

The  Witness :    That  was  in  '43,  sir. 

The  Court:     '43? 

The  Witness:    Yes,  sir. 

The  Court :     I  thought  he  asked  you  about  '42, 
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The  Witness:  Pardon,  I  understood  that  to  be 
'43. 

Q.     (By  Mr.  Ehrlich)  :    In  '42,  where  were  you  ? 

A.  In  '42  after  my  enlistment  I  w^ent  to  Shep- 
herd Field,  Texas,  and  then  was  transfered  in 
March,  I  believe  it  was,  to  Fort  Logan,  Colorado. 
Then  in  May,  I  don't  recall  the  exact  date,  I  w^as 
transfered  to  Presque  Isle,  Maine,  in  the  Air 
Transport  Command  up  there,  and  then  in  August, 
I  beleive  it  was,  I  was  transfered  to  the  Officer 
Candidate  School  in  Miami  Beach,  Florida. 

Q.     Then 

A.  Was  commissioned  in  late  October  and  was 
assigned  to  Hamilton  Field. 

Q.  You  say  you  came  to  Hamilton  Field  in  De- 
cember ?  [137]  A.     No,  in  November. 

Q.     November  of    '42? 

A.  Yes.  I  had  a  few  days  travel  time  to  spare, 
so  I  spent  them  at  home,  four  or  five  days  around 
the  8th  or  9th  of  November  until  the  13th  or  14th, 
some  such  date, 

Q.  You  are  familiar  with  this  certificate  of  co- 
partnership, the  articles  of  co-partnership,  the  cer- 
tificate of  co-partnership  transacting  business  under 
fictitious  name  is  dated  the  12th  day  of  November, 
1942,  and  the  acknowledgment  of  notary  public  indi- 
cates that  it  w^as  signed  by  your  father,  your  mother, 
and  yourself  on  the  12th  day  of  Nevember,  1942. 
Is  that  about  right? 

A.     Yes,  that's  right.     And  I  was  in  Fresno  at 
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the  time  that  was  drawn  by  our  attorney,  and  I 

signed  it  at  that  time. 

Q.  I  direct  your  attention  to  Petitioners'  Exhibit 
11-K,  partnership  agreement  dated  December  31, 
1942.  A.    Yes. 

Q.     You  are  familiar  with  that  document? 

A.    Yes,  sir. 

Q.  Do  you  recall  about  when  you  signed  that 
document,  approximately? 

A.     It  was  around  the  end  of  the  year. 

Q.  On  one  of  your  visits  to  Fresno,  or  was  that 
sent  to  Hamilton  Field?  [138] 

A.  No,  there  was  a  couple  of  documents  involved 
there.  It  w^as  drawn  first,  and  I  had  agreed  to  most 
all  the  terms  of  it ;  however,  my  sister  and  brother- 
in-law  did  not  agree,  and  I  believe  it  was  a  little 
after  the  first  of  the  year,  probably  in  February  or 
along  in  there  when  it  was  finally  drawn  and  actu- 
ally acknowledged  by  signatures  by  all  parties  con- 
cerned, including  m}^  own. 

Q.  You  don't  recall  whether  you  signed  it  in 
Fresno  or  Hamilton  Field? 

A.     I  believe  in  Fresno,  sir. 

Q.  Directing  your  attention  to  the  River  Ranch, 
you  are  familiar  with  the  ranch  which  the  Sorensens 
and  the  United  Packing  acquired  50-50? 

A.     Very  familiar  with  it,  sir. 

Q.  That  was  acquired  from — who  was  it  acquired 
from?  Do  you  remember  the  name  of  the  indi- 
vidual? A.    Yes,  F.  Haranaga. 

Q.    He  was  a  Japanese  ?  A.    Yes,  sir. 
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Q.     Do  you  recall  when  that  was  acquired? 

A.     It  was 

Q.  The  second  day  of  February,  1943.  I  have 
the  deed  here.  A.     Yes,  sir. 

Q.  Were  you  consulted  about  the  acquisition  of 
that?  [139]  A.     Yes,  I  was. 

Q.     Who  consulted  you  ?  A.     My  father. 

Q.  What  was  the  nature  of  the  discussion  that 
you  had  with  your  father? 

A.  As  to  the  advisability  of  buying  it  or  not. 
He  knew  that  I  was  familiar  with  the  ranch  and 
had  been  on  it  many  times  for  five  or  six  years  prior 
to  that  time  when  he  handled  the  crops  from  that 
ranch. 

Q.    You  handled  this? 

A.  United  Packing  Company.  I  am  speaking  of 
^Sve"  as  United  Packing  Company  at  that  time. 

Q.  United  Packing  Company  had  been  handling 
the  produce  grown  on  this  ranch?  A.     Yes. 

Q.  That  had  been  part  of  your  functions  while 
you  had  been  active  with  United  Packing  ? 

A.  Yes.  I  had  been  on  the  ranch  and  knew  the 
crops  and  how  valuable  they  were  to  the  rounding 
out  of  our  United  Packing  Company  shipping  pro- 
gram. 

Q.  And  you  testified  and  the  Court  properly  cor- 
rected us  that  these  activities  which  you  have  testi- 
fied to,  I  mean  your  discussions  with  your  family 
and  visits  to  the  office  and  to  the  packing  plants,  the 
operations  of  the  United  Packing  Company  oc- 
curred   during    your    temporary    stays    in    Fresno 
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while  [140]  you  were  on  leave  from  Hamilton  Field 

during  the  year  1943? 

A.     I  did  testify  to  that.    That  is  a  fact,  sir. 

Q.     Those  talks  occurred  during  '43? 

A.     Yes,  sir. 

Q.  For  the  13  months  while  you  were  at  Hamil- 
ton Field? 

A.     November  to  the  following  December,  yes,  sir. 

Q.  From  November,  '42,  to  December,  '43,  and 
just  before  you  left  for  India? 

A.     That's  right,  sir. 

Q.  And  you  had  similar  conversations,  as  I  un- 
derstand, with  your  father  about  problems  that 
arose  in  connection  with  the  United  Packing  busi- 
ness activities  during  that  particular  time? 

A.     I  did,  quite  extensively,  yes,  sir. 

Q.  When  you  were  in  Fresno,  did  you  live  at 
home?  A.    Yes,  sir. 

Q.  By  the  way,  at  the  time  you  entered  into  the 
service  there  was  owing  to  you  the  sum  of  $1,326.73 
for  part  of  the  compensation  you  were  entitled  to 
as  a  result  of  your  activities  with  your  father's  en- 
terprise, is  that  correct,  with  United  Packing? 

A.    Yes,  sir. 

Q.  That  was  credited  in  the  transaction  whereby 
you  acquired  the  one-quarter  partnership  interest 
under  the  partnership  [141]  agreement  for  $34,500  ? 

A.    Well,  mine  was  $33,000  something,  I  believe. 

Q.  It  was  $34,560.40  less  this  amount  of  $1,- 
326.73,  which  was  credited  to  the  original  purchase 
price ;  is  that  correct  ?  A.     That  is  correct,  sir. 
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Q.  And  you  gave  your  father  this  note  for — I  am 
showing  you  Petitioners'  Exhibit  16,  promissory 
note  for  $33,168.35'? 

A.  Yes,  that  would  be  for  the  balance  that  I 
owed. 

Q.  To  acquire  the  partnership  interest,  the  other 
portion  being  paid  by  you  by  your  father  credit- 
ing  

A.  The  money  I  had  left  with  the  United  Pack- 
ing Company. 

Q.  Toward  the  purchase  price  of  your  interest 
in  United  Packing?  A.     That  is  correct,  sir. 

Q.  At  that  time,  Mr.  Harkness,  I  mean  during 
the  year  '42,  you  had  engaged  in  several  other  deals 
where  independent  of  the  United  Packing  you  had 
made  approximately  between  $4,000  and  $5,000;  is 
that  correct?  A.     That  is  correct,  sir. 

Q.  Those  were  deals  of  similar  character  as  those 
conducted  by  United  Packing.  I  mean,  they  were 
fruit  and  vegetable  deals,  grape  deals?  [142] 

A.  Yes,  it's  the  field  with  which  I  was  familiar, 
and  therefore  I  would  invest  in  something  I  knew. 

Q.     Individually  you  invested  in  it? 

A.     Yes,  sir. 

Q.  And  as  a  result  of  those  deals,  you  had  a  few 
thousand  dollars  independent  resource,  is  that  cor- 
rect? A.     Yes,  sir. 

Q.  At  this  time  you  were  not  married,  were  you, 
Mr.  Harkness?  A.     No,  I  w^as  not,  sir. 

Q.  You  stated  that  you  had  no  objection  to  the 
original  contract  as  submitted. 
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A.  No  material  objection.  I  appreciated  my  sis- 
ter and  brother-in-law's  viewpoint  on  it,  but  I  had 
agreed  verbally  that  the  articles  of  co-partnership 
were  substantially  what  my  ideas  were,  and  what 
I  understood  all  along. 

Q.  You  didn't  see  your  sister  very  often  during 
that  period,  did  you? 

A.     No,  sir;  I  didn't  see  her  at  all,  I  don't  believe. 

Q.    You  didn't  see  her  at  all? 

A.  I  didn't  see  her  for  a  good  many  years  right 
there  at  that  time. 

Q.  During  this  period  had  you  had  any  writings 
between  you  and  your  parents  during  the  year  '42 
while  you  were  away,  with  reference  to  the  partner- 
ship? [143]  A.     Yes,  sir. 

Q.     Did  you  keep  any  of  those  letters? 

A.     No,  sir. 

Q.  Discussing  the  various  provisions  and  what 
was  being  considered,  is  that  -correct  ? 

A.     The  letters  and  correspondence,  yes,  sir. 

Q.  Let  me  ask  you  this :  when,  in  November  of 
'42,  you  signed  the  certificate  of  doing  business 
under  fictitious  name,  Petitioners'  15,  you  were  in 
Fresno,  at  that  time  you  discussed  at  length  and  in 
minute  detail  the  provisions  of  the  contract,  did  you  ? 

A.  That  is,  the  question  was  in  November  of  '42  ? 
Yes,  sir. 

Q.  Did  they  present  you  with  a  proposed  draft 
at  that  time,  do  you  remember  ? 

A.     I  don't  believe  the  final  document  had  been 
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drawn,  just  substantially  what  we  were  going  to 
include  in  it.    I  don't  remember,  I  don't  believe  Mr. 
Hansen  had  drawn  the  document  at  that  time,  the 
final  one. 

Q.    Where  were  you  on  or  about  January,  1945  ? 

A.     January  of  '45  I  was  in  Bengal,  India,  sir. 

Q.  Had  you  previously  to  that  time  been  con- 
sulted with  respect  to  the  participation  of  your 
brother-in-law  in  the  United  Packing  Comi)any'? 

A.  Oh,  yes,  sir,  by  correspondence,  and  when  I 
was  in  [144]  Hamilton  Field  in  '43  it  was  under- 
stood we  understood  that  when  he  got  out  he  was 
going  into  the  company. 

Q.  And  you  were  then  aware  of  the  fact  that 
when  he  retired  from  the  armed  service  that  he 
would  become  a  partner  participating  with  your  sis- 
ter in  a  one-quarter  interest?  A.     Yes,  sir. 

Q.  Do  you  recall  where  that  supplemental  agree- 
ment of  January,  1945,  was  signed,  wherein  and 
whereby  Mr.  Colgate  became  a  member  of  the  part- 
nership? A.     What  was  the  question,  sir? 

Q.  Do  you  remember  where  you  signed  that 
document,  the  document  I  am  referring  to,  the  agree- 
ment? 

A.  When  my  brother-in-law  came  in  the  busi- 
ness, is  that  the  one  you  are  speaking  of,  sir? 

Q.  Do  you  recall  when  you  signed  that?  It  is 
dated  the  16th  day  of  January,  1945. 

A.  Why,  I  signed  that  later,  sometime  after  tliat 
particular  date.    It  was  mailed  to  me  overseas  inas- 
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much  as  it  materially  changed  the  partnership  and 
they  wanted  me  to  actually  approve  any  entry  of  a 
fifth  party  in  the  partnership. 

Q.    Where  did  you  sign  it,  do  you  recall? 

A.     I  signed  it  while  I  was  in  India,  sir. 

Q.  This  was  sent  to  you  and  you  signed  this 
while  you  were  in  India,  is  that  correct  ?  [145] 

A.  Yes,  sir,  although  I  had  left  authority  at 
home  with  my  father  that  in  any  case  that  arose  that 
he  had  my  power  of  attorney  in  case  it  w^as  needed 
in  any  emergency. 

Q.  But  they  sent  that  document  to  you  and  you 
signed  it  in  India  sometime  after  January  16,  1945  ? 

A.    Yes,  sir. 

Q.     In  a  period  of  30  or  60  days,  would  you  say  ? 

A.  It  took  considerable  time  to  get  mail  over  and 
back,  yes,  sir. 

Q.     But  within  a  reasonable  time  after  that  date  1 

A.     Yes,  sir. 

Q.  Mr.  Harkness,  I  direct  your  attention  to  the 
year  1946.  The  stipulation  indicates  that  you  were 
— withdraw  that. 

I  direct  your  attention  to  the  year  1946.  On  the 
11th  day  of  January,  the  members  of  the  partner- 
ship, which  consisted  of  members  of  your  immediate 
family A.     Five  of  us,  yes. 

Q.    and    your    brother-in-law,    executed    an 

agreement  dated  the  11th  day  of  January,  1946, 
which  provided  for  the  compensation  w^hich  your 
father,  your  brother-in-law,  and  you  were  to  receive. 
Do  you  recall  that?  A.     Yes,  sir. 


Commissioner  of  Internal  Revenue,  241 

(Testimony  of  Floyd  James  Harkness,  Jr.) 

Q.  When  did  you  commence  working  for  the 
United  Packing   Company   after   your   discharge? 

A.     Immediately,  sir. 

Q.     That  is,  in  January,  '46?  A.     Yes,  sir. 

Q.  This  agreement  is  dated  the  11th  day  of 
January,   1946?  A.     Right   after   I   returned. 

Q.  This  agreement  provides  for  a  salary  which 
you  were  to  receive  from  the  United  Packing,  does 
it  not?  A.     Yes,  sir. 

Q.     That  was  on  a  percentage  basis? 

A.  Yes,  sir.  It  was  on  the  same  basis  that  prior 
employees  with  the  United  Packing  Company 
shared.  I  had  taken  the  same  percentage  Mr. 
Steiger  did. 

Q.    It  appears  here  that  that  was  25  per  cent. 

A.     Yes,  sir. 

Q.  What  did  you  do  for  United  Packing?  What 
were  your  duties  during  the  year  1946  ? 

A.  I  was  General  Assistant  to  my  father  in  the 
over-all  management  of  the  entire  business,  and  in 
particular  handled  three  areas. 

Q.     What  areas? 

A.  Madera  County  operation  where  we  packed 
plums  and  nectarines  and  peaches,  and  actually 
grew  some  nectarines  and  peaches;  and  then  the 
canteloupe  shipping  operation  in  Mendota,  west  of 
Fresno,  and  at  the  culmination  of  the  canteloupe 
deal,  [147]  the  Tulare  County  operation  of  the 
United  Packing  Company  where  we  shipped  grapes 
on  into  about  Thanksgiving  time. 

Q.     The  stipulation  sets  forth  that  for  your  serv- 
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ices  rendered  to  the  United  Packing  Company  dur- 
ing the  year  1946  you  received  the  sum  as  compen- 
sation of  $57,984.75;  is  that  correct? 

A.  Yes,  sir.  It  is  25  per  cent  of  the  net  profits, 
I  believe. 

Q.  I  direct  your  attention  to  the  year  '47.  You 
performed  services  for  the  United  Packing? 

A.    Yes,  sir. 

Q.     What  was  the^character  of  the  service? 

A.  I  believe  they  corresponded  just  about  exactly 
to  '46. 

Q.  And  you  received  in  your  participation — your 
salary  was  in  the  form  of  a  participation  in  the  net 
profits?  A.    Yes,  sir. 

Q.  The  stipulation  shows  that  for  the  year  1947 
you  received  $53,635.13 ;  is  that  correct  ? 

A.     As  my  salary,  yes,  sir. 

Q.  As  your  salary.  Now,  you  are  still  employed 
by  the  United  Packing  Company? 

A.    Yes,  sir. 

Q.  And  you  worked  during  the  entire  year  '48? 
What  was  the  nature  of  your  services  ?  [148] 

A.    As  Assistant  General  Manager. 

Q.     The  same  as  presently? 

A.  The  same,  except  we  didn't  have  a  Madera 
County  operation  this  year,  and  instead  went  more 
extensively  into  Tulare  County  where  we  operated 
two  packing  plants  there. 

Q.  Was  your  salary  for  services  in  the  nature 
of  participation?  A.     For  '48? 
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Q.    Yes.  A.    It 

Q.     It  hasn't  been  decided  yet? 

A.     Yes,  it  has.    The  books  are  being  closed. 

Q.     You  are  getting  participation  in  the  profits? 

A.     Yes,  sir. 

Q.  And  your  parti<3ipation  in  the  profits,  I  am 
talking  about  salary,  I  am  not  talking  about  your 
partnership  interest,  I  am  talking  about  payment  to 
you  for  services  rendered 

A.     Yes,  sir,  of  the  net  profit,  yes,  sir. 

Q.    And  your  father,  likewise  ?  A.     Yes,  sir. 

Q.  I  direct  your  attention  to  the  agreement  of 
January  4,  1943,  which  is  the  document  signed  by 
the  four  members  of  your  family,  and  fixing  the 
compensation,  among  other  things,  of  your  father, 
at  75  per  cent  of  the  net  income  of  the  said  [149] 
United  Packing  up  to  $100,000,  and  then  making 
distribution  of  the  balance.  A.     Yes. 

Q.  Do  you  recall  where  you  were  when  you 
signed  this?  A.    That  was  when,  sir? 

Q.     In  January,  1943. 

A.     I  was  at  Hamilton  Field. 

Q.     Do  you  recall  signing  this  document? 

A.  Yes,  sir.  I  believe  it  was  mailed  to  me  and 
I  returned  it,  although  we  had  talked  of  it  pre- 
viously. That  was  just  a  formality  of  signing  it  at 
that  time. 

Q.  You  had  talked  it  over  previously  with  your 
father  ?  A.     Certainly. 

Q.     And  your  mother?  A.     Yes. 
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Q.  And  you  agreed  upon  that  as  the  compensa- 
tion which  your  father  should  receive  as  provided  in 
the  agreement?  A.    Yes,  sir. 

Q.  I  direct  your  attention  to  your  capital  ac- 
count, Mr.  Harkness,  and  it  appears  in  Exhibit  6-P, 
Page  4,  that  on  your  capital  account  there  was  in 
the  year  '44,  December  31,  the  following  item  of 
credits  to  increase  capital  to  $65,000:  $30,439.60. 
You  are  familiar  with  the  fact  that  you  were  increas- 
ing the  capital  of  the  partnership  in  order  to  aid 

A.  That  was  our  understanding  all  along,  sir, 
that  [150]  when  we  had  accumulated  sufficient  profits 
to  increase  the  capital  that  we  would. 

Q.  And  the  capital  account  indicates  that  during 
the  years  '43,  '44,  and  '45  you  withdrew  very  little 
if  any  funds  whatsoever,  and  allowed  those  funds 
to  accumulate  with  United  Packing  Company.  Is 
that  correct?  A.     Yes,  sir. 

Q.  In  the  year  1946,  upon  your  return,  you  made 
substantial  withdrawals :  May  28,  Collector  of  Inter- 
nal Revenue,  $41,423.52;  May  28,  for  '44  tax.  Col- 
lector of  Internal  Revenue,  $35,645.15;  June  14, 
Collector  of  Internal  Revenue,  1945  tax,  $28,654.87. 

Then,  other  than  those  withdraw^als,  the  capital 
account  on  the  books  of  the  partnership  show  that 
you  have  withdrawn  very  little  funds. 

A.  That's  right,  except  for  the  payment  of  in- 
come tax  during  '46.  I  had  received  a  salary  though, 
and  used  that. 

Q.    You  mean  salary  from  the  government? 
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A.  Oh,  no,  sir,  '46.  No,  sir.  You  are  speaking 
of  '46,  I  believe. 

Q.  That's  right,  I  am  talking  of  the  year'  46. 
Up  to  that  time  you  had  withdrawn  very  little  if 
any  funds.  In  the  year  '46  you  made  these  large 
withdrawals  for  income  tax  purposes  on  your  re- 
turn. A.     Yes,  sir.  [151] 

Q.  By  the  way,  you  made  the  statement,  you  say 
you  received  a  salary  in  '46  of  $57,984.75. 

A.  That  was  the  same  salary  that  previous  em- 
ployees had  received. 

Q.  I  am  asking  that,  and  that  was  withdrawn  by 
you?  A.     Yes,  sir. 

Mr.  Ehrlich:     That  is  all. 

Cross-Examination 
By  Mr.  Mather: 

Q.  Mr.  Harkness,  I  am  a  little  confused.  I  think 
you  testified,  as  did  some  of  the  other  witnesses,  that 
you  executed  that  agreement  which  is  Exhibit  11-K 
on  or  about  the  date  it  bears,  December  31,  1942. 

Mr.  Ehrlich :    That  is  not  his  testimony. 

The  Witness:  I  was  just  going  to  say  that,  Mr. 
Ehrlich. 

That  is  not  what  I  testified,  sir. 

Q.     (By  Mr.  Mather)  :    When  did  you  execute  it  ? 

A.     Oh,  as  I  said,  probably  in  February  of  '43. 

Q.     February  of  '43? 

A.  I  believe  that  was  approximately  the  date. 
I  don't  recall  the  exact  date  of  the  instrument,  sir. 
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Mr.  Ehrlich:  The  notary's  certificate  attached 
says  the  27th  day  of  February.  That  is,  the  notary's 
certificate  [152]  as  to  the  signatures  of  the  Hark- 
nesses.  And  the  Colgates'  notary's  certificate  in 
Franklin  County,  State  of  Ohio,  is  the  10th  of 
March,  '43. 

Mr.  Mather:  Well,  now,  does  the  exhibit  before 
the  Tax  Court  show  these  dates  of  acknowledgment  ? 

Mr.  Ehrlich:    I  don't  think  they  do. 

Mr.  Mather:  The  reason  I  want  to  clear  this  up 
is  because  I  was  under  the  impression  that  they 
were  executed  on  or  about  the  dates  they  bear,  and 
I  want  to  find  out  how  the  daughter  didn't  agree 
to  them  and  signed  them  at  a  later  date,  and  what 
the  changes  are. 

Mr.  Ehrlich:  If  not,  may  we  correct  the  record 
to  substitute  it? 

The  Court:  Yes.  The  complete  copy  should  in- 
clude the  notarial  certificates. 

Mr.  Ehrlich:  I  am  pretty  sure  they  don't,  your 
Honor. 

Mr.  Mather:  Let  it  be  stipulated  then  that  the 
notarial  seal  on  Exhibit  11-K  shows  the  signature 
by  Floyd  J.  Harkness,  Molly  A.  Harkness,  and 
Floyd  James  Harkness,  Jr.,  to  be  on  the  27th  day 
of  February,  1943,  and  that  the  signature  of  Har- 
riet Harkness  Colgate  is  on  the  10th  day  of  March, 
1943. 

Mr.  Ehrlich:    All  right. 

The  Court :  The  record  may  show  that  as  a  stipu- 
lation [153]  of  the  parties. 
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Q.  (By  Mr.  Mather)  :  Was  this  correspondence 
about  the  partnership  agreement  that  you  had  with 
your  father  or  mother,  was  that  longhand  corre- 
spondence or  correspondence  from  United  Packing 
Company,  typewritten  correspondence? 

A.  I  don't  believe  it  was  officially  United  Pack- 
ing Company  correspondence.  I  was  home  at 
Christmas  time  in  '42,  spent  Christmas  with  my 
parents,  and  we  talked  of  it  at  length  then. 

Q.     I  am  talking  about  correspondence. 

A.     I  think  most  of  it  was  in  person,  sir. 

Q.     Longhand  rather  than  typed? 

A.  No,  sir,  in  person,  talking  to  my  parents 
while  I  was  in  Fresno. 

Q.  You  testified  that  you  had  considerable  cor- 
respondence. 

A.     I  did,  sir,  but  during  the  fall  of  '42. 

Q.  I  am  asking,  was  that  typewritten  or  long- 
hand correspondence?  A.     Well 

Q.     Do  you  recall? 

A.  In  the  case  of  my  father  it  would  be  type- 
written, and  my  mother,  it  would  be  longhand,  sir. 

Q.  Have  you  searched  United  Packing  Company 
for  any  [154]  of  that  correspondence  ? 

A.  Well,  he  wrote  that  at  home  in  the  evenings, 
I  know,  and  he  used  my  own  typewriter  to  cor- 
respond with  me  from  home.  It  was  informal  in 
nature,  most  of  it,  but  it  concerned  our  business 
association  to  a  great  extent. 

Q.     Most  of  the  key  employees  that  were   em- 
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ployed   by   United   Packing   Company   other   than 

Sorensen  were  with  them  in  1946,  weren't  they? 

A.  Some  of  them  were  and  some  of  them  were 
not. 

Q.     Well,  I  am  saying  most  of  them. 

A.     No,  I  don't  think  the  majority  of  them  were. 

Q.     Well,  have  you  looked  at  Exhibit 

A.  During  the  war  we  had  gone  in  with  Mr. 
Mazzie  down  in  Bakersfield  and  grown  vegetables, 
potatoes  and  rutabagas  and  other  things,  and  that 
deal,  of  course,  had  been  terminated. 

Q.  Have  you  looked  at  Exhibit  5-A  attached  to 
the  stipulation  of  facts  showing  the  bonus  paid  in 
addition  to  regular  monthly  salaries  to  the  em- 
ployees ? 

A.  By  that  identification  I  don't  know  what  you 
are  talking  about,  sir.  I  am  fairly  familiar  with 
most  all  the  percentage  deals  we  have  had  with 
various  employees,  sir. 

Mr.  Mather:     That  is  all. 

The  Court :    That  is  all,  Mr.  Harkness. 

(Witness  excused.)   [155] 

The  Court:    Any  other  witnesses? 

Mr.  Ehrlich:     None,  your  Honor. 

The  Court:     Petitioners  rest? 

Mr.  Ehrlich:    Yes,  your  Honor. 

The  Court :    Have  you  any  evidence  to  offer  ? 

Mr.  Mather:    No,  your  Honor. 

The  Court :    Both  parties  rest. 
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You  may  have  45  days  for  simultaneous  briefs,  20 
days  for  answering  briefs. 

That  concludes  the  hearing  at  this  time. 

(Whereupon,  at  4:25  o'clock  p.m.,  the  hear- 
ing in  the  above-entitled  matter  was  concluded.) 
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The  Tax  Court  of  the  United  States 

Docket  Nos.  16407,  16408 

MOLLY  A.  HARKNESS, 

Petitioner, 

vs. 

COMMISSIONER  OP  INTERNAL  REVENUE, 

Respondent. 

PLOYD  J.  HARKNESS, 

Petitioner, 

vs. 

COMMISSIONER  OP  INTERNAL  REVENUE, 

Respondent. 

Promulgated  December  22,  1949. 

On  the  facts,  held,  that  when  sole  proprietorship 
was  converted  into  a  family  partnership  in  1943, 
neither  petitioners  nor  their  son  and  daugliter  in- 
tended to  join  together  in  the  present  conduct  of 
the  business,  and,  therefore,  the  partnership  was 
invalid  for  tax  i)urposes  in  that  year.  Commis- 
sioner V.  Culbertson,  337  U.  S.  733. 
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PHILIP  H.  EHRLICH,  ESQ., 
R.  J.  HECHT,  ESQ., 
LE  ROY  H.  GUNTHER,  ESQ., 

For  the  petitioners. 

T.  M.  MATHER,  ESQ., 
For  the  respondent. 

FINDINGS    OF    FACT    AND    OPINION   OF 
THE  TAX  COURT 

The  above-entitled  cases  were  consolidated  for 
hearing.  Respondent  determined  a  deficiency  in 
the  income  tax  liability  of  petitioner  Floyd  J. 
Harkness  in  the  amount  of  $65,367.27  for  the  cal- 
endar year  1943  and  a  deficiency  in  the  income  tax 
liability  of  petitioner  Molly  A.  Harkness  in  the 
amount  of  $64,781.64  for  the  same  year.  The  only 
issue  raised  in  this  proceeding  is  whether  a  valid 
family  partnership  existed  between  petitioners  and 
their  children,  Floyd  J.  Harkness,  Jr.,  and  Har^ 
riet  H.  Colgate  in  the  operation  of  United  Pack- 
ing Co.  in  1943. 

Findings  of  Fact. 

Part  of  the  facts  were  stipulated  and  are  so 
found. 

Petitioners,  Floyd  J.  Harkness  and  Molly  A. 
Harkness,  are  individuals  residing  in  Fresno,  Cali- 
fornia. They  filed  their  separate  income  tax  re- 
turns for  1943  with  the  collector  of  internal 
revenue  for  the  first  district  of  California.    Peti- 
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tioners  were  married  July  14,  1915,  and  have  made 
their  home  in  California  ever  since.  They  have 
two  children,  Floyd  J.  Harkness,  Jr.,  and  Harriet 
Harkness  Colgate,  bom  in  1918  and  1920,  re- 
spectively. 

Harkness,  Sr.,  has  been  a  grower  and  shipper  of 
fruits  and  vegetables  since  1918.  Prior  to  1937  he 
engaged  in  this  occupation  first  as  an  employee  of 
various  concerns  and  then  as  a  member  of  two 
successive  partnerships  operating  under  the  name 
of  United  Packing  Co.  In  January,  1937,  Petitioner 
bought  out  his  partner  and  commenced  operating 
the  business  as  a  sole  proprietorship  under  the 
same  name.  Molly  Harkness,  as  his  wife,  owned 
the  assets  of  the  business  in  community  with  him. 
The  company  specialized  in  packing  and  shipping 
cantaloupes,  carrots,  peaches,  plums,  nectarines 
and  grapes.  Some  commodities  were  raised  by  the 
company  itself  while  others  were  bought  from 
farmers  on  a  cash  basis.  Still  other  produce  was 
packed  and  shipped  by  the  company  on  a  commis- 
sion basis.  For  the  purposes  of  its  business 
United  Packing  Co.  operated  ranches  and  packing 
houses,  and  manufactured  and  stocked  packing 
materials.  Its  main  office  was  located  in  Fresno, 
but  its  operations  covered  a  large  area  in  the  San 
Joaquin  Valley  extending  northward  138  miles  to 
Lodi  and  southward  127  miles  to  Arvin.  At  the 
close  of  1942  the  gross  proceeds  and  net  income 
earned  by  United  Packing  Co.  amounted  to  $1,- 
468,119.64  and  $141,790.95,  respectively. 
During   the   years   up   to    1942   petitioners'   two 
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children  were  occupied  primarily  in  obtaining  an 
education,  though  each  performed  some  services  in 
their  father's  business.  Harkness,  Jr.,  attended 
schools  until  June,  1941,  when  he  graduated  from 
college  with  a  major  in  commerce.  From  1934 
until  1941  he  worked  in  his  father's  business  dur- 
ing summer  vacations  and  in  1937  he  quit  school 
for  six  months  to  help  his  father  lamich  the  sole 
proprietorship.  From  June,  1941,  until  January, 
1942,  he  devoted  his  full  time  as  an  employee  of 
United  Packing  Co.  working  as  a  ''regular  field 
man"  at  a  salary  of  $150  per  month  plus  a  five  per 
cent  bonus  of  approximately  $910.  During  this 
six-months'  period  he  also  earned  four  to  five  thou- 
sand dollars  in  independent  deals  in  the  fruit  and 
vegetable  business.  On  January  12,  1942,  he  en- 
tered the  United  States  Air  Corps  as  a  private.  At 
the  close  of  1942  petitioners'  son  still  had  a  credit 
on  the  books  of  the  sole  proprietorship  of  $1,412.05 
for  prior  services  performed.  He  owned  no  sub- 
stantial property  outside  of  these  earnings  at  that 
time. 

Harriet  Harkness  finished  her  schooling  in  June, 
1942,  when  she  graduated  from  college.  During 
summer  vacations  she  had  occasionally  performed 
secretarial  services  in  her  father's  business.  Har- 
riet worked  full  time  as  a  secretary  at  United 
Packing  Co.  from  Jmie  until  August,  1942,  at  which 
time  she  married  William  H.  Colgate,  Jr.,  who 
was  then  serving  in  the  United  States  Army.  Fol- 
lowing her  marriage  she  spent  her  time  housekeep- 
ing for  her  husband  at  various  military  posts  in 
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the  United  States  until  October,  1944.  She  owned 
no  significant  amount  of  property  at  the  time  of  her 
marriage. 

Harriet's  husband,  William  Colgate,  had  resided 
in  Fresno  County,  California,  all  his  youth  and 
had  been  an  acquaintance  of  the  Harkness  family 
for  a  number  of  years  prior  to  his  marriage  in 
1942.  He  attended  college,  majoring  in  commerce, 
and  during  summer  vacations  was  employed  by 
Peerless  Pump  Company,  the  largest  supplier  of 
irrigation  pumps  in  the  San  Joaquin  Valley.  Col- 
gate later  quit  school  and  worked  full  time  for  this 
company  for  nine  months  before  enlisting  in  the 
United  States  Army  in  March,  1941.  This  was  in 
keei3ing  with  his  desire  to  devote  his  career  to 
agricultural  pursuits  in  the  Valley.  As  an  assist- 
ant foreman  aiding  in  the  installation  of  extensive 
irrigation  systems,  Colgate  acquired  considerable 
knowledge  of  the  mechanics  of  irrigation.  After 
his  marriage  to  Harriet,  they  were  stationed  at 
Columbus,  Ohio,  during  the  latter  part  of  1942  and 
throughout  1943. 

In  the  fall  of  1942  Harkness,  Sr.,  became  con- 
vinced that  it  would  be  advantageous  to  convert 
the  operation  of  his  fruit  packing  and  shipping 
business  from  a  sole  proprietorship  to  a  partner- 
ship composed  of  his  wife,  himself  and  his  two  chil- 
dren in  the  coming  year.  Many  reasons  dictated 
that  decision.  Primarily  he  desired  to  obtain  the 
services  of  his  son  and  son-in-law  in  the  business. 
He  felt  that  as  a  result  of  their  college  education 
and  the  practical  experience  they  had  gained  pui*- 
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suing  agricultural  employment  in  the  Valley  that 
they  would  make  skilled,  competent  supervisors 
capable  of  overseeing  the  widespread  operations  of 
the  company.  Secondly,  from  his  experience  in 
the  fruit  and  vegetable  packing  industry,  Harkness 
believed  that  it  was  essential  to  increase  the  capital 
investment  in  the  company  by  allowing  annual 
profits  to  remain  in  the  business.  This  was  neces- 
sary not  only  to  permt  payment  of  extensive  oper- 
ating expenses,  to  allow  for  expansion  of  company 
facilities  and  equipment  and  to  develop  new  busi- 
ness, but  also  to  meet  the  exigencies  of  bad  crop 
years  when  the  company's  income  declined  drasti- 
cally. Furthermore,  in  1942  fruit  packers  were  an- 
ticipating a  decline  in  profits  due  to  labor  shortages, 
low  transportation  priorities  for  their  produce,  and 
the  probability  that  prices  would  tumble  as  in 
World  War  I.  These  circumstances  only  increased 
the  need  for  increasing  the  capital  reserve  of  United 
Packing  Co.  Yet  it  had  been  Harkness'  experience 
in  past  years  that  to  hold  qualified  supervisory 
personnel  it  was  necessary  to  pay  them  large 
bonuses  or  percentages  of  profits  which  they  in- 
variably withdrew  from  the  business  and  often 
used  to  set  themselves  up  in  competition  with  him, 
thus  draining  the  company's  capital.  He  felt  the 
only  way  to  retain  profits  in  the  company  was  to 
bring  into  the  business  persons  who  felt  as  he  did. 
Through  long  discussions  with  Harkness,  Jr.,  and 
William  Colgate  petitioner  knew  that  they  agreed 
with  him  that  only  a  reasonable  amount  of  the 
profits  should  be  withdrawn  from  United  Packing 
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Co.  and  the  rest  of  the  net  income  should  be  allowed 
to  accumulate  in  the  business. 

While  Harkness,  Sr.  was  well  aware  that  neither 
Floyd,  Jr.,  nor  William  Colgate  would  be  available 
to  serve  United  Packing  Co.  for  the  duration  of 
the  war  and  he  would  be  the  only  active  partner 
in  the  meantime,  yet  he  desired  them  to  acquire  an 
interest  in  the  company  at  this  time  to  guarantee 
their  future  help  in  running  the  business  after 
their  release  from  the  Army. 

Furthermore,  formation  of  the  partnership  ac- 
corded with  the  wish  of  Harkness,  Sr.,  to  give  his 
children  an  opportunity  to  make  good.  Even  when 
Floyd,  Jr.,  was  a  boy  he  and  his  father  planned 
for  the  day  when  the  former  would  be  a  full-fledged 
partner.  After  graduation  from  college  in  1941 
Harkness,  Jr.,  had  pressed  his  father  to  give  him 
the  status  of  a  partner  in  the  business,  and  while 
Harkness,  Sr.,  had  too  many  financial  commitments 
to  do  so  in  that  year,  yet  he  promised  his  son  he 
would  make  provision  for  him  to  purchase  an  in- 
terest in  the  business.  Now  petitioner  desired  to 
fulfill  that  promise.  It  was  long  understood  that 
if  one  child  was  given  an  opportunity  to  participate 
in  the  business,  the  other  would  be  given  an  equal 
opportunity.  Offering  Harriet  an  opportunity  to 
become  a  partner  in  his  business  not  only  fulfilled 
this  pledge,  but  was  a  long  step  toward  securing 
the  eventual  services  of  her  husband  which  peti- 
tioner so  greatly  desired. 

While  Harkness,  Sr.,  consulted  a  lawyer  concern- 
ing the  feasibility  of  converting  his  business  into 
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a  partnership  and  was  thus  aware  of  the  tax  saving 
possibilities  inherent  therein,  yet  this  fact  was  only 
a  secondary  consideration  with  him,  and  he  would 
have  entered  into  this  arrangement  regardless 
thereof. 

During  the  fall  of  1942  Harkness,  Sr.,  held 
lengthy  conversations  with  his  son,  who  was  sta- 
tioned at  a  nearby  airfield,  regarding  the  proposed 
partnership.  Harkness,  Jr.  eagerly  accepted  the 
chance  to  buy  an  interest  in  United  Packing  Co.  for 
this  had  been  his  great  desire  for  many  years  and 
assured  him  of  full  participation  in  the  business 
on  his  return  from  the  service.  Petitioners  and 
young  Harkness  then  definitely  planned  to  convert 
the  business  into  a  partnership  starting  in  1943. 

Over  the  same  period  of  time  Harkness,  Sr.  also 
corresponded  with  his  daughter  and  offered  her 
either  the  opportunity  to  invest  in  United  Packing 
Co.  or  some  other  enterprise.  Furthermore,  it  was 
understood  that  if  she  decided  to  come  into  her 
father's  business,  her  husband,  William  Colgate, 
would  be  allowed  to  participate  in  the  partnership 
following  his  release  from  the  Army.  Harriet  and 
William  Colgate  debated  at  length  whether  it  was 
advisable  for  her  to  buy  an  interest  in  her  father's 
business  or  invest  elsewhere.  Finally  Harriet  exer- 
cised her  option  to  procure  an  interest  in  United 
Packing  Co.  after  her  husband  determined  he 
wanted  to  be  associated  with  United  Packing  Co. 
upon  his  return  from  the  service. 

Thus  by  November,  1942,  petitioners  and  both 
their  children  generally  agreed  to   the   formation 
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of  a  partnership  for  the  operation  of  United  Pack- 
ing Co.  in  the  coming  year,  though  the  details  of 
the  partnership  relationship  had  not  been  worked 
out.  A  ''Certificate  of  Co-Partnership  Transacting 
Business  under  Fictitious  Name"  was  executed  on 
November  12,  1942,  which  petitioners  and  young 
Harkness  signed  on  that  date  and  Harriet  signed 
on  November  28.  It  stated  that  the  four  were  co- 
partners carrying  on  business  under  the  name  of 
United  Packing  Co.  and  that  Harkness,  Sr.  was 
the  general  manager  in  full  charge  of  all  business 
operations.  This  certificate  was  published  in  a  local 
paper  and  later  filed  with  the  county  recorder  of 
Fresno  County. 

On  December  31,  1942,  ''Articles  of  Partner- 
ship," providing  the  detailed  terms  of  the  pro- 
posed partnership,  were  drafted  and  met  the  ap- 
proval of  all  but  Harriet  Colgate,  who  refused  to 
sign  until  provisions  as  to  control  of  the  business 
and  as  to  purchase  of  a  deceased  partner's  share 
were  modified. 

On  January  1,  1943,  petitioners  transferred  to 
United  Packing  Co.,  a  partnership,  most  of  the 
assets  and  some  of  the  liabilities  of  United  Pack- 
ing Co.,  sole  proprietorship,  existing  on  December 
31,  1942,  resulting  in  a  net  worth  of  $138,241.61  for 
the  partnership  on  that  date.  Harkness,  Jr.  and 
Harriet  Colgate  each  bouglit  a  one-fourth  interest 
in  the  partnership  for  $34,560.41,  equivalent  to  one- 
fourth  of  its  net  worth.  To  pay  Harkness,  Sr.  for 
his  share  in  the  partnership  the  son  used  $1,392.05 
of  the  credit  he  had  earned  as  compensation  for 


258  Molly  A,  Harkness  vs. 

prior  services  rendered  the  sole  proprietorship  and 
on  January  2,  1943,  signed  a  promissory  note  for 
the  remaining  $33,168.35  with  interest  at  four  per 
cent  per  annum.  Harriet  Colgate  purchased  her 
partnership  interest  from  her  father  with  a  promis- 
sory note  dated  January  2,  1943,  for  $34,560.40  plus 
four  per  cent  interest  per  annum.  William  Colgate 
joined  her  on  the  note  as  co-maker.  No  collateral 
was  required  on  either  note. 

These  transactions  were  reflected  on  the  books 
of  United  Packing  Co.,  co-partnership,  as  of  Janu- 
ary 1,  1943.  It  showed  assets  of  $142,861.03  and 
liabilities  of  $4,619.92  and  a  net  worth  of  $138,- 
241.61.  Capital  of  the  partnership  was  stated  to 
be  $138,241.61  resulting  from  contributions  of 
$34,560.41  each  from  the  three  Harknesses  and 
Harriet  Colgate. 

On  January  4,  1943,  pending  acceptance  by  Har- 
riet Colgate  of  the  articles  of  partnership  drafted 
on  December  31,  1942,  Harkness,  Sr.,  Molly  Hark- 
ness, Harkness,  Jr.,  and  Harriet  Colgate  signed  a 
supplemental  agreement  fixing  compensation  and 
distribution  of  partnership  profits  among  the  part- 
ners. The  salary  of  Harkness,  Sr.,  as  general  man- 
ager of  the  partnership,  was  fixed  at  75  per  cent  of 
the  first  $100,000  of  the  partnership  net  income. 
There  was  no  provision  for  salaries  for  the  other 
partners.  The  remainder  of  the  first  $100,000  of 
partnership  net  income  was  to  be  divided  equally 
among  the  partners,  as  were  any  profits  over  that 
amount.  Paragraph  three  of  this  supplemental 
agreement  stated : 
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It  is  understood  and  agreed  that  the  pay- 
ment of  the  75%  of  the  net  income  as  provided 
for,  is  being  made  to  first  party  on  account  of 
the  fact  that  he  is  the  only  active  co-partner 
in  said  business  at  this  particular  time  and 
will  continue  as  such  during  the  duration  of 
the  present  war. 

During  January,  1943,  Harkness,  Sr.  discussed 
with  the  Colgates  the  modifications  sought  by  Har- 
riet Colgate  in  the  partnership  agreement  drafted 
on  December  31,  1942.  Harriet  withdrew  her  ob- 
jections when  the  original  draft  was  altered  to 
meet  her  demands.  The  reformed  partnership 
agreement  was  signed  by  the  three  Harknesses  on 
February  27,  1943,  and  by  Harriet  Colgate  on 
March  10,  1943.  The  terms  of  this  agreement  were 
as  follows: 

These  Articles  of  Co-Partnership,  made  and  en- 
tered into  this  31st  day  of  December,  1942,  by  and 
between  Floyd  J.  Harkness,  first  party,  Molly  A. 
Harkness,  second  party,  Floyd  James  Harkness, 
Jr.,  third  party,  and  Harriet  Harkness  Colgate, 
fourth  party,  the  first,  second  and  third  parties 
being  residents  of  the  County  of  Fresno,  State  of 
California,  and  fourth  party  being  a  resident  of 
Columbus,  Franklin  County,  Ohio: 

Witnesseth : 

That  the  said  parties  hereto  for  themselves,  their 

heirs,  executors,  administrators  and  assigns  agree 

to  become  co-partners  in  the  business  of  carrying 

on  a  general  business  of  growing,  packing,  shipping 
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and  distributing  of  fresh  fruit  and  vegetables  in  the 
State  of  California,  including  the  purchasing  and 
selling  of  any  and  all  kinds  of  real  and  personal 
property  necessary  in  can?ying  on  and  conducting 
said  business,  and  said  business  shall  be  conducted 
under  the  firm  name  and  style  of  ^^  United  Packing 
Co."  from  January  1st,  1943  until  such  time  as  the 
said  co-partners  shall  mutually  agree  to  dissolve 
said  co-partnership,  or  the  said  co-partnershij)  shall 
be  otherwise  as  hereinafter  provided  dissolved,  and 
that  the  terms  upon  v^hich  the  said  parties  have 
entered  into  said  co-partnershi2D  are  hereinafter 
stated  as  follows,  to-wit : 

That  the  said  business  of  growing,  packing, 
shipping  and  distributing  of  fresh  fruit  and  vege- 
tables and  any  other  business  which  shall  be  inci- 
dental and  necessary  thereto,  shall  be  carried  on 
in  the  State  of  California  and  that  the  principal 
place  of  business  of  said  co-partnership  shall  be  in 
the  Rowell  Building  in  the  City  of  Fresno,  County 
of  Fresno,  State  of  California  or  at  any  other  place 
or  places  as  the  partners  shall  hereafter  determine 
and  that  the  firm  name  and  style  of  said  co-partner- 
ship business  shall  be  United  Packing  Co.,  with 
real  and  personal  property  belonging  thereto  lo- 
cated in  the  Counties  of  Kern,  Tulare,  San  Joaquin 
and  Fresno,  State  of  California. 

It  is  understood  and  agreed  by  and  between  the 
parties  hereto  that  said  first  party  has  been  con- 
ducting the  above  mentioned  business  individually 
under  the  firm  name  and  style  of  United  Packing 
Co.,  and  that  he  and  Molly  A.  Harkness,  his  wife. 
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second  party  herein,  have  been  the  o^vners  of  all  the 
real  and  personal  property,  equipment  and  ma- 
terials that  are  now  used  in  carrying  on  said  busi- 
ness, together  with  such  moneys  as  may  now  be  on 
deposit  in  the  name  of  the  said  United  Packing  Co. 
and  together  with  any  and  all  outstanding  accounts 
owing  as  of  this  date,  the  said  Floyd  J.  Harkness 
and  Molly  A.  Harkness,  first  and  second  parties 
herein,  do  by  these  presents,  sell,  convey  and  set 
over,  an  undivided  one-fourth  partnership  interest 
in  and  to  all  of  the  partnership  property  of  the 
United  Packing  Co.  to  each  of  the  third  and  fourth 
parties,  namely,  Floyd  James  Harkness,  Jr.,  and 
Harriet  Harkness  Colgate,  and  from  this  date  on 
each  of  the  said  co-partners  above  named,  shall  be 
and  become  the  owners  of  an  undivided  one-fourth 
interest  of  all  of  the  property  of  the  said  co-part- 
nership doing  business  under  the  firm  name  and 
style  of  United  Packing  Co.  and  that  the  real  and 
personal  property  which  shall  compose  the  capital 
of  the  said  co-partnership  and  belong  to  the  newly 
organized  co-partnership  is  described  in  a  Schedule 
marked  Exhibit  ^'A''  and  attached  hereto  and  made 
a  part  of  this  agreement  as  if  herein  fully  set  out, 
and  that  there  shall  also  belong  to  said  co-partner- 
ship any  and  all  other  assets  which  now  belong  to 
said  co-partnership  and  are  not  herein  described 
as  well  as  any  and  all  other  assets  which  may 
hereafter  belong  to  said  co-partnership;  tliat  all 
thereof  shall  belong  equally  to  all  of  the  partners 
herein  named  and  in  consideration  of  said  first 
party  conveying  all  of  said  real  and  personal  prop- 
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erty  to  said  co-partners  being  conducted  under  the 
firm  name  and  style  of  the  United  Packing  Co.,  and 
which  is  agreed  to  be  of  the  net  value  of  $138,- 
241.61,  that  the  said  third  and  fourth  party  shall 
each  execute  in  favor  of  first  party  a  promissory 
note  in  the  sum  of  $34,560.40,  payable  in  the  man- 
ner as  therein  set  forth  to  first  party,  and  which 
sum  shall  be  the  purchase  price  for  their  undivided 
one-fourth  interest  in  and  to  all  of  the  assets  of  said 
co-partnership. 

It  is  understood  and  agreed  by  and  between  the 
parties  hereto  that  the  said  first  and  second  parties 
are  husband  and  wife  and  that  all  of  the  property 
which  said  first  party  is  on  this  date  conveying  to 
the  newly  formed  co-partnership,  in  which  all  of 
the  above  named  parties  are  equal  partners,  has 
been  accumulated  by  first  and  second  parties  dur- 
ing their  married  life  and  is  the  community  prop- 
erty of  first  and  second  parties  and  that  one-half 
thereof,  by  reason  thereof,  is  the  property  of  said 
second  party  and  that  the  said  second  party  does 
herewith  join  first  party  in  the  conveying  of  all  of 
the  said  assets  herein  described  to  the  said  co-part- 
nership so  that  from  this  date  on,  all  of  the  said 
property  now  belonging  to  the  said  United  Packing 
Co.  and  any  and  all  other  property  which  may 
hereafter  belong  to  said  co-partnership  shall  be 
o\^^led  equally  by  all  the  said  co-partners. 

It  is  understood  and  agreed  by  and  between  the 
said  co-partners  that  said  first  party  shall  be,  and 
is  from  this  date  on  made  the  general  manager  of 
said  co-partnership,  and  that  he  shall  be  in  full 
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charge  of  all  business  operations  of  said  co-partner- 
ship and  that  he  shall  have  the  full  right  to  con- 
duct the  business  of  said  co-partnership  in  such 
manner  as  he  may  desire,  including  the  selling  of 
any  and  all  of  the  partnership  assets  and  the  pur- 
chasing of  such  other  property  as  he  may  desire  in 
the  name  of  said  co-partnership  together  with  the 
right  to  borrow  such  money  as  he  may  deem  neces- 
sary to  carry  on  said  business  and  in  consideration 
thereof  it  is  understood  and  agreed  that  first  party 
is  to  receive  for  his  said  services  a  certain  percent- 
age of  the  net  profits  of  said  business  to  be  agreed 
upon  between  all  of  the  partners  herein  from  time 
to  time  as  they  may  agree  upon  between  themselves, 
and  that  the  balance  of  the  net  income  of  said  co- 
partnership shall  be  equally  divided  between  all 
of  the  co-partners  herein  at  such  time  or  times  as 
they  may  agree  upon,  provided  however  that  any 
profits  which  third  and  fourth  parties  are  entitled 
to  receive  shall  be  paid  to  first  party  and  applied 
by  him  first,  to  any  payment  which  first  party  may 
have  advanced  to  third  and  fourth  parties,  together 
with  interest  thereon  and  the  balance  thereof,  if 
any,  shall  be  applied  by  first  party  in  the  payment 
of  the  promissory  notes  which  the  said  third  and 
fourth  parties  have  executed  in  favor  of  first  joarty 
for  the  purchase  price  of  their  share  in  said  co- 
partnership business. 

It  is  understood  and  agreed  that  the  said  first 
party  as  general  manager,  and  anyone  of  the  other 
co-partners  acting  together  shall  have  the  right  to 
bind  the   said   co-partnership   in   such   manner  or 
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form  as  they  may  deem  necessary,  in  order  to  carry 
on  the  business  of  the  said  co-partnership,  and  that 
no  other  co-partner  shall  have  the  right  to  in  any 
manner  bind  the  said  co-partnership,  and  that  no 
co-partner  shall  have  the  right  to  in  any  way  sell, 
assign,  set  over,  transfer  or  hypothecate  his  un- 
divided one-fourth  interest  in  said  co-partnership 
without  first  obtaining  the  written  consent  of  two 
other  co-partners. 

It  is  understood  and  agreed  that  said  first  party 
as  general  manager  of  said  co-partnership  shall 
devote  such  portion  of  his  time  and  attention  to  the 
conducting  and  carrying  on  of  said  business,  as  he 
shall  deem  necessary  and  proper  but  that  he  will 
at  all  times  use  his  own  good  judgment  and  best 
efforts  and  experience  in  carrying  on  said  business 
for  the  best  interests  of  all  parties  concerned  and 
that  second,  third  and  fourth  parties  shall  not  de- 
vote any  time  or  attention  in  carrying  on  said  busi- 
ness unless  hereafter  agreed  upon  by  and  between 
any  three  of  said  co-partners  and  at  that  time  it 
shall  be  agreed  upon  by  and  between  any  three  of 
said  partners  as  to  what  the  compensation  shall  be 
for  the  services  which  third  or  fourth  partner  may 
contribute  towards  the  carrying  on  of  said  co- 
partnershp  business. 

It  is  understood  and  agreed  that  there  shall  be 
kept  at  all  times  a  complete  set  of  books  of  account 
w^herein  there  shall  be  entered  any  and  all  records 
and  transactions  of  said  business  and  that  the  said 
first  party  shall  have  complete  charge  thereof  and 
that  said  books  shall  be  under  his  immediate  super- 
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vision  and  that  the  said  first  party  shall  have  the  full 
charge  of  the  collections  and  expenditures  of  all  of 
the  moneys  received  and  taken  in,  in  the  carrying  on 
of  said  business,  and  that  all  of  the  business  trans- 
actions of  said  first  party  in  carrying  on  said  busi- 
ness shall  be  binding  on  all  of  the  said  co-partners. 

It  is  understood  and  agreed  in  this  connection  that 
first  party  will  render  on  the  1st  of  each  year  a 
true  and  full  statement  and  account  of  the  profits 
or  losses  of  said  business  and  all  other  matters  and 
transactions  done  and  performed  in  connection  with 
said  business. 

It  is  understood  and  agreed  by  and  between  the 
parties  hereto  that  upon  the  consent  of  the  manag- 
ing partner  and  two  of  the  remaining  partners  that 
the  capital  of  the  partnership  may  be  increased  to 
such  sum  as  may  be  determined  by  them,  and  that 
thereafter  each  of  the  partners  shall  contribute 
their  respective  share  of  the  capital  increase.  In 
the  event  the  managing  partner  and  two  of  the 
other  partners  desire  to  reduce  the  capital  of  the 
partnership  or  withdraw  profits,  then  such  de- 
termination shall  become  binding  upon  all  the  part- 
ners hereto. 

It  is  further  understood  and  agreed  by  and  ])e- 
tween  the  parties  hereto  that  each  one  of  the  part- 
ners will  not,  without  the  previous  consent  in 
writing  of  the  other  partners,  enter  into  any  bond 
or  become  bail  or  security  for  any  person  or  per- 
sons or  do  or  suffer  to  be  done  anything  whereby 
the  capital  or  property  of  the  co-partnership  may 
be  taken  by  execution  and  that  each  partner  shall 
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punctually  pay  his  own  separate  debts  and  should 
anyone  of  the  said  co-partners  become  financially 
involved  in  outside  interests  so  that  his  share  in 
the  said  co-partnership  business  shall  become  in- 
volved, and  should  anyone  of  said  co-partners  in 
any  manner  so  become  involved  then  the  other  co- 
partners shall  have  the  right  to  acquire  such  in- 
solvent partner's  right,  title  and  interest  in  said 
co-partnership  at  the  book  value  thereof  without 
any  consideration  of  the  good  will  of  the  said  co- 
partnership and  upon  such  transfer,  such  insolvent 
partner  shall  have  no  further  right,  title  and  in- 
terest in  and  to  the  capital  assets  of  the  said 
co-partnership. 

It  is  understood  and  agreed  that  in  the  event 
that  anyone  of  the  said  co-partners  deside  to  sell 
or  in  any  way  dispose  of  their  interest  in  the  said 
co-partnership  business,  that  then  the  remaining 
co-partners  shall  have  the  right  to  purchase  such 
partner's  interest  in  said  co-partnership  and  then 
the  selling  co-partner  shall  convey  all  of  his  right, 
title  and  interest  in  and  to  the  said  co-partnership 
property  to  the  remaining  co-partners,  and  shall 
receive  for  such  conveyed  interest  the  book  value 
of  such  interest  at  said  time  without  any  consider- 
ation of  the  goodwill  of  the  co-partnership  and  that 
the  amount  which  the  selling  co-partner  shall  re- 
ceive may  be  paid  in  cash  by  the  remaining  co- 
partners, but  if  the  remaining  co-partners  do  not 
desire  to  pay  cash  for  the  selling  partner's  interest, 
then  they  shall  have  the  right  to  pay  such  amount 
by  the  application  of  the  profits  from  the  business 
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of  such  selling  partner's  share  and  that  the  same 
shall  continue  to  be  paid  in  this  manner  until  the 
said  purchase  price  of  such  selling  partner's  in- 
terest in  said  co-partnership  shall  have  been  paid 
in  full,  and  then  such  selling  partner  shall  execute 
in  favor  of  the  remaining  co-partners  a  Bill  of 
Sale  conveying  all  of  his  right,  title  and  interest 
in  and  to  the  said  co-partnership  and  assets  to  the 
remaining  co-partners. 

It  is  understood  and  agreed  by  and  between  the 
parties  hereto  that  should  anyone  of  the  partners 
become  deceased,  that  then  the  remaining  co-part- 
ners shall  have  the  right  to  purchase  such  deceased 
partner's  share  in  said  business  at  the  book  value 
at  the  time  of  the  death  of  such  co-partner  without 
any  consideration  of  the  goodwill  of  the  partnership 
and  such  deceased  partner's  interest  in  said  busi- 
ness shall  be  paid  to  the  legal  representative  of 
such  deceased  partner  and  then  the  legal  repre- 
sentative of  such  deceased  partner's  estate  shall 
convey  all  of  the  deceased  partner's  right,  title  and 
interest  in  and  to  the  said  co-partnership  property 
to  the  remaining  co-partners  and  the  legal  repre- 
sentative of  such  deceased  partner  shall  receive  for 
such  conveyed  interest  the  purchase  price  for  such 
deceased  partner's  interest  which  may  be  paid  in 
cash  by  the  remaining  co-partners  or  if  the  remain- 
ing partners  do  not  desire  to  pay  cash  for  such 
deceased  partner's  interest,  then  they  shall  have  the 
right  to  pay  such  amount  by  the  application  of  the 
profits  from  the  business  of  such  deceased  partner's 
interest   and   that   this   method   of   payment   shall 
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continue  until  the  said  purchase  price  of  said  de- 
ceased partner's  interest  shall  have  been  paid  in 
full  and  that  upon  such  payment  in  full  of  the 
purchase  price  of  said  deceased  partner's  interest 
in  said  co-partnership  the  legal  representative  of 
such  deceased  partner  shall  execute  and  deliver  to 
the  remaining  co-partners  a  Bill  of  Sale  conveying 
all  of  the  said  deceased  partner's  interest  in  the 
said  co-partnership  business  and  assets. 

It  is  also  agreed  by  the  co-partners  that  in  the 
event  of  any  misunderstanding  between  the  co- 
partners concerning  the  matter  of  conducting  and 
carrying  on  of  said  business  that  then  the  partners 
shall,  between  themselves  adjust  the  same;  it  is  how- 
ever understood  in  this  connection  that  the  decision 
of  the  general  manager  and  one  other  partner 
hereto  shall  determine  any  question  which  may 
arise  between  them  and  in  the  event  that  anyone  or 
more  of  said  co-partners  should  be  dissatisfied  with 
such  decision  then  they  shall  have  the  right  as  given 
them  by  the  laws  of  the  State  of  California  to  bring 
proceedings  in  court  for  the  purpose  of  either  dis- 
solving the  said  co-partnership  or  obtaining  such 
relief  as  they  are  entitled  under  the  terms  of  this 
co-partnership. 

It  is  further  understood  and  agreed  that  this 
co-partnership  business  is  entered  into  on  the 
proposition  that  each  partner  has  an  equal  interest 
therein  and  is  entitled  to  an  equal  share  in  all 
gains,  profits  and  increases  which  shall  come,  grow 
or  arise  from,  or  by  means  of  said  business  so  long 
as  such  partner  or  partners  shall  not  be  in  default 
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in  any  of  the  terms  of  this  agreement  and  that  each 
partner  shall  be  entitled  to  his  one-fourth  share  of 
the  said  profits  and  that  each  partner  shall  like- 
wise share  equally  in  any  loses  which  the  said  part- 
nership may  sustain  and  that  each  partner  shall  in 
the  event  it  becomes  necessary  to  furnish  additional 
funds  by  reason  of  any  losses  which  the  said  part- 
nership may  sustain,  then  each  partner  shall  fur- 
nish and  pay  into  the  said  business  his  equal  share 
which  may  be  necessary  in  order  to  continue  on 
with  the  said  co-partnership  business.  It  being 
agreed  that  the  decision  of  the  managing  partner 
and  any  two  of  the  remaining  partners  shall  be 
final  as  to  the  matter  of  the  division  of  the  profits 
and  the  amount  which  may  be  paid  in  by  each  part- 
ner in  the  event  it  becomes  necessary  to  do  so  on 
account  of  losses  sustained  by  the  said  co-partner- 
ship.        , 

That  at  the  end  or  sooner  determination  of  their 
co-partnership,  the  said  co-partners,  each  to  the 
other,  shall  and  will  make  a  true,  just  and  final 
accounting  of  all  things  relating  to  their  said  busi- 
ness, and  in  all  things  truly  adjust  the  same;  and 
that  all  and  every  stock  and  stocks,  as  well  as  the 
gains  and  increase  thereof,  which  shall  appear  to 
be  remaining,  either  in  money,  goods,  wares,  fixtures, 
debts  or  otherwise,  shall  be  divided  between  them, 
share  and  share  alike. 

In  Witnesseth  Whereof,  the  above-named  part- 
ners have  hereunto  set  their  hands  and  signatures 
the  day  and  year  first  above  written. 

In  February,  1943,  an  undivided  one-half  interest 
in  a  300-acre  vineyard  and  orchard  was  acquired 
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by  Harkness,  Sr.,  Molly  Harkness,  Harkness,  Jr. 
and  Harriet  Colgate  as  tenants  in  common.  The 
other  half  interest  in  the  ranch  was  acquired  by 
Chris  Sorenson  and  his  wife.  Sorenson  was  a  su- 
pervisory employee  of  United  Packing  Co.  All 
funds  for  purchase  of  the  vineyard  were  supplied 
by  United  Packing  Co.  and  the  amount  loaned  to 
Sorenson  was  repaid  to  the  company  by  him.  The 
50  per  cent  interest  acquired  by  the  Harknesses  and 
Harriet  Colgate  was  included  as  an  asset  of  United 
Packing  Co.  and  subsequent  income  therefrom  w^as 
included  in  its  net  income.  Previously  on  January 
16,  1943,  by  a  bill  of  sale  the  personal  property  on 
the  River  Ranch  had  been  conveyed  to  Chris  A. 
Sorenson  and  Katharine  Sorenson,  his  wife,  and 
*^  Floyd  J.  Hartness,  Molly  A.  Harkness,  Harriet 
Harkness  Colgate  and  Floyd  J.  Harness,  Jr.,  co- 
partners, doing  business  under  the  firm  name  and 
style  of  United  Packing  Co.,  a  co-partnership." 
Prior  to  these  purchases,  all  the  partners  were  con- 
sulted with  respect  to  them,  and  Harkness,  Jr., 
who  was  familiar  with  the  land,  approved  the  trans- 
actions. 

During  the  year  1943  there  was  no  change  in  the 
operation  of  United  Packing  Co.  over  prior  years. 
The  business  was  still  completely  under  the  control 
of  Harkness,  Sr.  Harriet  and  William  Colgate  were 
absent  from  Fresno  until  his  discharge  from  the 
armed  services  in  October,  1944,  so  consequently  she 
performed  no  services  for  United  Packing  Co.  dur- 
ing the  year  1943  nor  did  she  participate  in  the 
management  of  its  affairs.  Throughout  the  year 
1943  until  December,  Harkness,  Jr.  was  stationed  at 
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Hamilton  Field,  California,  approximately  six  hours 
traveling  time  from  Fresno,  and  frequently  visited 
the  company's  office  and  packing  plants  on  week- 
ends. While  he  was  unable  to  participate  in  the 
business  activities,  yet  he  discussed  its  problems  with 
his  father  on  these  occasions.  In  December,  1943, 
Harkness,  Jr.  went  overseas  with  the  Air  Corps  and 
did  not  return  to  Fresno  until  January,  1946. 

In  1943  United  Packing  Co.  earned  gross  pro- 
ceeds of  $2,572,905.53  and  a  net  income  of  $361,582. 
In  accordance  with  the  terms  of  the  supplemental 
agreement  Harkness,  Sr.,  was  paid  a  salary  of  $75,- 
000  and  Harkness,  Sr.,  Molly  Harkness,  Harkness, 
Jr.,  and  Harriet  Colgate  each  were  credited  with 
$71,645.50  as  their  respective  shares  of  the  profits. 

Harriet's  credit  on  the  partnership  books  was 
first  applied  to  pay  off  the  principal  and  interest 
on  her  promissory  note  to  Harkness,  Sr.,  in  the 
amount  of  $35,942.82,  and  to  offset  prior  withdraw- 
als from  her  capital  account  consisting  of  cash  in 
the  amount  of  $112.97  and  sums  of  $1,070.89  and 
$31,423.67  paid  to  the  collector  of  internal  revenue. 
The  balance  of  $3,095.15  which  she  left  in  the  busi- 
ness at  the  close  of  1943  was  withdrawn  in  1944  to 
pay  for  taxes  and  personal  expenditures.  Of  the 
$71,645.50  credited  to  Harkness,  Jr.,  $34,495.08  was 
turned  over  to  his  father  to  pay  the  principal  and 
interest  on  his  promissory  note.  Of  the  remaining 
$37,150.42  which  he  left  in  the  business  in  1943, 
young  Harkness  expended  $331.58  for  his  own  use 
in  1944. 

United  Packing  Co.  filed  a  partnership  return 
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for  the  year  1943,  reporting  a  net  income  of  $361,- 
582,  compensation  of  $75,000  paid  to  Harkness,  Sr., 
and  the  distribution  of  $71,645.59  from  profits  to 
each  of  the  three  Harknesses  and  to  Harriet  Colgate. 

Harkness,  Sr.,  and  Molly  Harkness  filed  separate 
income  tax  returns  in  1943.  As  residents  of  a  com- 
munity property  state  each  reported  one-half  of  the 
total  income  of  $218,291  they  together  received  from 
United  Packing  Co.  in  1943,  or  $109,145.50. 

In  his  notices  of  deficiency  sent  to  petitioners 
respondent  determined  that  the  net  income  of  United 
Packing  Co.  for  1943  was  $361,823  and  that  each 
petitioner  realized  one-half  of  this  amount,  or  $180,- 
916,  as  community  property  income.  The  notice  of 
deficiency  sent  to  Harkness,  Sr.  Stated  in  part: 

(a)  On  December  31,  1942,  you  and  your  wife 
Molly  A.  Harkness,  together  with  your  two  children, 
Floyd  James  Harkness,  Jr.,  and  Harriet  Harkness 
Colgate,  executed  an  instrument  purporting  to  create 
a  family  partnership.  Since  Floyd  James  Hark- 
ness, Jr.,  and  Harriet  Harkness  Colgate  contributed 
no  capital  originating  with  themselves,  rendered  no 
services  to  the  business,  and  were  not  required  to 
participate  in  the  control  and  management  of  the 
business  under  the  terms  of  the  alleged  partnership 
agreement,  it  is  held  that  they  did  not  acquire  valid 
partnership  interests  in  the  United  Packing  Com- 
pany. Accordingly,  profits  from  the  above-named 
organization  are  reallocated  to  you  and  your  wife  on 
a  community  property  basis,  thus  increasing  your 
taxable  income  by  $71,770.50  as  shown  below. 
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Total  net  profit  of  United  Packing 

Company   $361,832.00 

Your  community  one-half  share 180,916.00 

Amount  reported  on  return 109,145.50 

Adjustment— Increase    $  71,770.50 

Similar  language  was  contained  in  the  notice  of 
deficiency  received  by  Molly  Harkness. 

The  three  Harknesses  and  Harriet  Colgate  had  no 
intent  to  join  together  in  conducting  the  business  of 
United  Packing  Co.  as  bona  fide  partners  in  1943 
and  thus  their  partnership  was  not  valid  for  tax 
purposes  in  that  year. 

Opinion. 
Hill,  Judge: 

The  only  question  for  our  determination  in  this 
case  is  whether  a  partnership,  valid  for  tax  pur- 
poses, existed  between  petitioners  and  their  children, 
Harkness,  Jr.,  and  Harriet  Colgate,  in  1943.  Peti- 
tioners contend  that  a  valid  partnership  was  formed 
between  petitioners  and  their  children  on  January 
1,  1943,  for  the  conduct  of  business  under  the  name 
of  United  Packing  Co.  which  continued  in  exist- 
ence throughout  the  year.  There  is  no  contention 
on  their  part  that  William  Colgate  was  a  partner 
during  this  period.  Respondent  argues  that  all  the 
net  income  of  United  Packing  Co.  in  1943  was  com- 
munity income  of  petitioners  because  no  bona  fide 
partnership  existed  in  that  year.  Since  this  case 
arises  in  a  community  property  state,  California, 
and  there  is  no  serious  contention  denying  the  wife's 
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interest  in  United  Packing  Co.,  our  consideration  is 
directed  to  the  alleged  participation  of  the  children 
in  the  business  as  partners. 

In  determining  whether  a  bona  fide  partnership 
existed  between  the  three  Harknesses  and  Harriet 
Colgate  in  1943  the  basic  question  is,  as  the  Supreme 
Court  stated  in  Commissioner  v.  Culbertson,  337 
U.  S.  733, 

*  *  *  whether,  considering  all  the  facts — the 
agreement,  the  conduct  of  the  parties  in  execu- 
tion of  its  provisions,  their  statements,  the 
testimony  of  disinterested  persons,  the  relation- 
ship of  the  parties,  their  respective  abilities  and 
capital  contributions,  the  actual  control  of  in- 
come and  the  purposes  for  which  it  is  used,  and 
any  other  facts  throwing  light  on  their  true 
intent — the  parties  in  good  faith  and  acting 
with  a  business  purpose  intended  to  join  to- 
gether in  the  present  conduct  of  the  enterprise. 
(Italics  supplied) 

While  some  of  the  evidence  in  this  proceeding 
is  indicative  of  a  valid  family  partnership  yet, 
after  careful  study  of  the  purposes  w^hich  motivated 
the  formation  of  a  partnership  for  the  conduct  of 
United  Packing  Co.,  the  circumstances  existing  at 
the  time  of  this  decision,  the  partnership  agreement 
and  the  supplementary  agreement  thereto,  and  the 
actual  conduct  of  the  business  throughout  the  year 
1943,  we  are  convinced  that  there  was  no  intent  on 
the  part  of  the  four  alleged  partners  to  join  together 
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in  the  present  conduct  of  United  Packing  Co.  in 
1943. 

Both  the  purposes  stated  by  Harkness,  Sr.,  for 
converting  the  sole  proprietorship  into  a  partner- 
ship and  the  circumstances  existing  at  the  time  of 
this  decision  in  the  fall  of  1942  plainly  show  it 
was  not  contemplated  by  any  of  the  parties  that 
the  Harkness  children  would  contribute  substantial 
capital  or  vital  services  to  conduct  of  the  business 
in  1943  or  play  any  active  part  in  its  management. 
The  evidence  is  clear  that  Harkness,  Sr.,  offered 
his  son  and  daughter  an  opportunity  to  acquire  an 
interest  in  United  Packing  Co.  in  1943  primarily 
to  obtain  the  future  services  of  his  son  and  his  son- 
in-law,  William  Colgate.  He  did  not  thereby  expect 
to  acquire  either  capital  or  services  from  Harriet  at 
any  time  but  wished  to  provide  her  with  an  oppor- 
tunity for  investment  and  lay  the  foundation  for 
future  participation  in  the  company's  affairs  by 
her  husband.  His  testimony  shows  that  the  year 
1943  was  chosen  for  conversion  of  the  sole  pro- 
prietorship into  a  partnership  in  order  to  guaran- 
tee the  services  of  young  Harkness  and  William 
Colgate  after  their  return  from  the  w^ar  rather 
than  to  secure  their  present  services. 

Q.  You  knew  at  the  time  you  organized 
the  company  both  your  son  and  son-in-law  were 
in  the  service,  and  you  knew,  naturally,  that 
they  couldn't  render  any  service  at  the  time. 
Why  did  you  create  the  partnership  knowing 
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that  they  could  not  render  any  service  until 
they  were  released  from  the  Army? 

A.     I  wanted  to  be  sure  of  their  services  *  *  * 

The  circumstances  existing  in  the  fall  of  1942 
also  makes  it  obvious  that  no  vital  services  or  contri- 
butions of  original  capital  could  have  been  expected 
from  the  Harkness  children  in  1943.  Harkness,  Jr., 
had  been  in  the  Army  since  January  1942,  and 
there  was  little  likelihood  of  his  return  to  Fresno 
for  the  duration  of  the  war.  He  owned  no  substan- 
tial property  at  this  time  and  his  prospective  earn- 
ings were  low  w^hile  in  the  Army.  Harriet  had  left 
California  to  accompany  her  husband  across  the 
country  in  his  various  stateside  Army  assignments 
in  August  1942,  and  there  was  no  certainty  when 
he  would  be  released.  At  the  time  of  her  marriage 
she  had  no  independent  means  of  her  own  and  the 
evidence  does  not  reveal  the  capital  resources  of 
her  husband. 

In  keeping  with  economic  status,  neither  Hark- 
ness child  made  any  substantial  contribution  of  new 
capital  to  United  Packing  Co.  when  the  partnership 
was  formed  in  1943.  Harriet  acquired  her  one- 
fourtli  interest  in  the  partnership  solely  by  means 
of  a  promissory  note  which  was  paid  entirely  out 
of  the  company's  profits  accruing  from  the  business 
at  the  close  of  the  year.  Young  Harkness  gained 
his  interest  in  United  Packing  Co.  by  using  a  credit 
of  $1,392.05  owed  him  by  his  father  for  prior 
services  and  by  signing  a  promissory  note  for  $33,- 
168.35  which  was  also  paid  out  of  company  earnings 
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for  1943.  Since  this  cerdit  was  but  a  tiny  fraction 
of  the  company's  total  capital  of  $138,241.61  on 
January  1943,  we  must  conclude  that  neither  Hark- 
ness,  Jr.,  nor  Harriet  Colgate  contributed  any 
substantial  capital  not  already  available  to  the  com- 
pany within  the  meaning  of  Lusthaus  v.  Commis- 
sioner, 327  U.  S.  293.  While  such  lack  of  a  capital 
contribution  originating  with  themselves  is  not  in 
itself  determinative  of  the  partnership  status  of 
the  Harkness  children,  yet  the  presence  or  absence 
of  such  a  capital  contribution  is  a  significant  test 
of  whether  the  parties  intended  to  form  a  bona 
fide  partnership.  Lusthaus  v.  Commissioner,  supra, 
Commissioner  v.  Tower,  327  U.  S.  280. 

Turning  to  the  partnership  agreement,  it  also 
refutes  an  intent  by  the  signatories  to  join  together 
in  the  present  conduct  of  the  affairs  of  United 
Packing  Co.  but  rather  shows  an  intent  that  Hark- 
ness, Sr.  continue  to  control  the  conduct  of  the 
business  as  in  prior  years  when  he  w^as  sole  pro- 
prietor. The  parties  therein  agreed  that  neither 
Harriet,  young  Harkness  nor  Molly  Harkness  would 
devote  any  time  to  carrying  on  the  business  unless 
hereafter  agreed  upon,  but  that  Harkness,  Sr.  would 
be  general  manager  thereof  in  full  charge  of  all 
business  operations  which  he  might  conduct  as  he 
chose.  Harkness  was  given  full  charge  of  the  books 
of  account  of  the  partnership  and  of  the  collection 
and  expenditures  of  money  taken  in.  His  consent 
was  necessary  to  bind  the  partnership  in  any  busi- 
ness transaction  and  to  lower  or  raise  partnership 
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capital.  His  participation  was  necessary  in  the 
adjustment  of  any  misunderstanding  between  the 
partners  as  to  the  conduct  of  the  business  and  in  the 
determination  of  the  proper  allocation  of  profits  and 
losses  among  the  partners.  Furthermore,  the  Hark- 
ness children  had  no  unhampered  enjoyment  of 
their  share  of  the  profits,  for  net  income  accruing 
to  them  was  first  to  be  turned  over  to  Harkness,  Sr. 
and  applied  to  any  payments  he  may  have  advanced 
to  them  and  the  balance  was  then  to  be  applied  on 
the  promissory  notes  executed  in  his  favor.  Thus  by 
the  terms  of  the  partnership  agreement  Harkness, 
Sr.  retained  a  controlling  position  over  the  com- 
pany's activities  and  the  income  therefrom. 

The  supplementary  agreement  of  January  4,  1943, 
also  contradicts  any  intent  on  the  part  of  the  al- 
leged partners  to  join  together  their  services  in 
the  conduct  of  United  Packing  Co.  in  1943.  By  its 
provisions  Harkness,  Sr.  alone  was  to  receive  com- 
pensation for  services  because  he  was  to  be  the 
only  active  partner  in  the  business  for  the  duration 
of  the  war. 

Finally,  the  actual  conduct  of  the  business  of 
United  Packing  Co.  in  1943  makes  it  clear  that 
the  parties  intended  for  Harkness,  Sr.  to  operate 
it  as  a  sole  proprietor  for  the  duration  of  the  war. 
Young  Harkness  and  Harriet  Colgate  rendered  no 
vital  services  nor  did  they  participate  in  the  man- 
agement of  the  business  during  that  year.  Harriet 
was  absent  from  Fresno  the  entire  time.  While 
by  chance  young  Floyd  was  stationed  in  California 
during  almost  all  of  1943  and  frequently  visited  the 
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company  ^s  plant  on  weekends  to  talk  over  business 
conditions  with  his  father,  yet  such  visits  hardly 
bespeak  an  active  role  in  the  conduct  of  the  com- 
pany, but  rather  a  continuing  interest  therein  by  a 
prospective  participant.  The  evidence  reveals  only 
one  transaction,  the  purchase  of  River  Ranch, 
where  the  approval  of  his  children  was  sought  by 
Harkness,  Sr.  Nor  was  Floyd,  Jr/s  intent  to  per- 
form future  services  for  United  Packing  Co.  on  his 
return  from  the  war  sufficient  to  give  him  a  partner- 
ship status  in  1943.  As  the  Supreme  Court  said 
in  Comimssioner  v.  Culbertson,  supra: 

*  *  ^  The  intent  to  provide  money,  goods, 
labor,  or  skill  sometime  in  the  future  cannot 
meet  the  demands  of  §§  11  and  22  (a)  of  the 
Code  that  he  who  presently  earns  the  income 
through  his  own  labor  and  skill  and  the  utiliza- 
tion of  his  own  capital  be  taxed  therefor.  The 
vagaries  of  human  experience  preclude  reliance 
upon  even  good  faith  intent  as  to  future  con- 
duct as  a  basis  for  the  present  taxation  of  in- 
come. 

Harkness,  Sr.  frankly  admitted  in  his  testimony 
that  the  conduct  of  the  company's  business  was  not 
altered  in  1943  but  remained  essentially  the  same 
as  in  1942  when  he  operated  United  Packing  Co. 
as  a  sole  proprietor.  We  conclude  that  he  continued 
to  dominate  all  phases  of  the  company's  life  as 
before  and  the  children  acquiesced  in  such  control 
of  the  business  by  their  father.  The  evidence  is 
decisive  that  the  income  of  United  Packing  Co.  for 
1943  was  earned  by  the  efforts  of  Harkness,  Sr.  and 
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the  capital  contributed  by  both  petitioners  rather 
than  from  the  services  or  capital  contributions  of 
the  son  and  daughter. 

Nor  were  Harkness,  Jr.  and  Harriet  Colgate  en- 
tirely free  to  enjoy  the  fruits  of  their  respective 
interests  in  the  partnership  at  the  close  of  1943. 
In  accordance  with  the  partnership  agreement 
Harkness,  Sr.  had  first  call  on  their  shares  of  the 
company's  net  earnings  for  the  year  to  offset  the 
credit  he  had  advanced  to  Harriet's  capital  account 
and  to  pay  off  the  principal  and  interest  on  both 
their  promissory  notes  which  he  held.  Only  after 
these  obligations  had  been  met  w^ere  the  children 
allowed  to  exercise  control  over  their  shares  of  the 
profits  of  United  Packing  Company. 

On  the  basis  of  all  the  evidence  we  believe  that 
the  three  Harknesses  and  Harriet  Colgate  had  no 
present  intent  but  rather  an  indefinite  future  plan 
to  operate  United  Packing  Co.  as  a  genuine  part- 
nership when  the  partnership  papers  were  drawn  up 
and  thus  we  conclude  and  found  as  a  fact  that  the 
Harkness  children  were  not  bond  fide  partners  in 
1943  within  the  meaning  of  Commissioner  v.  Cul- 
bertson,  supra.  We  therefore  hold  that  one-half 
of  United  Packing  Co.'s  net  income  for  1943  should 
be  taxed  to  each  of  the  petitioners  as  owners  of  the 
business  in  community.  Due  to  the  fact  the  amount 
of  the  company's  net  income  for  1943  determined 
by  respondent  is  at  variance  with  the  amount  stated 
in  the  stipulation  of  facts,  the  deficiencies  in  the 
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income  tax  liabilities  of  petitioners  must  de  rede- 
termined. 

Decisions  will  be  entered  under  Rule  50. 

[Seal] 


[Title  of  District  Court  and  Cause.] 

COMPUTATION  FOR  ENTRY  OF  DECISION 

Comes  now  the  Comimssioner  of  Internal  Rev- 
enue, respondent  above  named,  by  his  attorney, 
Charles  Oliphant,  Chief  Coimsel,  Bureau  of  Internal 
Revenue,  and  submits  the  attached  computation 
of  the  deficiency  under  the  opinion  of  The  Tax 
Court  of  the  United  States  promulgated  December 
22,  1949,  in  the  above-entitled  appeal. 

The  respondent's  computation  is  submitted  in  ac- 
cordance with  Rule  50  of  the  Tax  Court's  Rules  of 
Practice  and  is  without  prejudice  to  his  right  to  con- 
test the  correctness  of  the  decision  pursuant  to  the 
statute  in  such  cases  made  and  provided. 

/s/  CHARLES  OLIPHANT, 

Chief  Counsel,  Bureau  of 
Internal  Revenue. 
Of  Counsel: 

B.  H.  NEBLETT, 
Division  Counsel ; 

T.  M.  MATHER, 

Special  Attorney, 

Bureau  of  Internal  Revenue. 
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C  :TS  :PD 

SF  :TMM  :BSF :  Recomputation 

Audit  Statement 
In  re :  Molly  A.  Harkness 

3767  Huntington  Boulevard 
Fresno,  California 
Docket  No.  16407 

Deficiency  letter,  dated  August  21, 1947 

Income  and  Victory  Tax 
Year  Deficiency 

1943  $64,666.64 

Recomputation  of  tax  liability  prepared  in  accordance  with  the 
memorandum  opinion  of  The  Tax  Court  of  the  United  States  promul- 
gated December  22,  1949. 

Molly  A.  Harkness  Recomputation  Statement 

Year:  1943 
Schedule  1 

Adjustments  to  Net  Income 

Income  Tax    Victory  Tax 
Net  Income     Net  Income 

Net  income  as  shown  in  deficiency  notice $180,136.90     $186,520.93 

Net  income,  adjusted 180,011.90       186,395.93 

Adjustment    $        125.00     $        125.00 

Nontaxable  income : 

Business  income $        125.00     $        125.00 

Schedule  2 
Explanation  of  Adjustment 
The  net  profit  of  United  Packing  Company  for  the  year  1943  is  deter- 
mined to  be  $361,582.00  as  shown  in  the  stipulation  of  facts  instead  of 
$361,832.00  as  shown  in  the  deficiency  notice.  Adjustment  of  this  dis- 
crepancy results  in  a  net  decrease  in  profits  of  $250.00,  of  which  peti- 
tioner's community-half  is  $125.00. 

Schedule  3 
Computation  of  Tax 

Income  tax  net  income,  Schedule  1 $180,011.90 

Less:  Personal  exemption  1,100.00 

Surtax  net  income $178,911.90 

Less:  Earned  income  credit 1,400.00 

Balance  subject  to  normal  tax $177,511.90 

Normal  tax  at  6%  on  $177,511.90 $  10,650.71 

Surtax  on  $178,911.90 122,058.64 

Income  tax  $132,709.35 
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Total  income  tax  (brought  forward) $132,709.35 

Victory  tax  net  income $186,395.93 

Less:  Specific  exemption 624.00 

Income  subject  to  victory  tax $185,771.93 

Victory  tax  at  5% $     9,288.60 

Less :  Victory  tax  credit 500.00 

Net  victory  tax 8,788.60 

Income  and  victory  tax $141,497.95 

Income  tax  for  1942  as  shown  in  deficiency  notice, 

unchanged    $  37,095.33 

Income  and  victory  tax  liability  (greater  amount) $141,497.95 

Forgiveness  feature : 

Income  tax,  1942 $  37,095.33 

Amount  forgiven  (3^) 27,821.50 

Amount  unforgiven 9,273.83 

Total  income  and  victory  tax $150,771.78 

Income  and  victory  tax  shown  on  return  (Original, 
Account  No.  359238,  First  California  District) 86,105.14 


Deficiency  $  64,666.64 

Eeceived  and  Filed  T.C.U.S.  January  17,  1950. 
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The  Tax  Court  of  the  United  States 
Washington 

Docket  No.  16407 

MOLLY  A.  HARKNESS, 

Petitioner. 

vs. 

COMMISSIONER  OF  INTERNAL  REVENUE, 

Respondent. 

DECISION 

Pursuant  to  the  determination  of  the  Court  as 
set  forth  in  its  Findings  of  Fact  and  Opinion  pro- 
mulgated December  22,  1949,  the  respondent  herein 
filed  a  recomputation  of  tax  on  January  17,  1950. 
At  the  hearing  on  respondent's  recomputation  of 
tax  held  February  15,  1950,  the  petitioner  did  not 
appear.  No  objection  has  been  filed  to  respondent's 
recomputation.  It  appearing  that  such  recomputa- 
tion is  correct,  it  is,  therefore,  in  accordance  there- 
with. 

Ordered  and  Decided :  That  there  is  a  deficiency 
in  income  and  victory  tax  for  the  year  1943  in  the 
amount  of  $64,666.64. 

Entered  Feb.  15,  1950. 

[Seal]:         /s/  SAMUEL  B.  HILL, 

Judge. 

Served  Feb.  16,  1950. 
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[Title  of  Tax  Court  and  Cause.] 

PETITION  OF  MOLLY  A.  HARKNESS  FOR 
REVIEW  BY  THE  UNITED  STATES 
COURT  OF  APPEALS  FOR  THE  NINTH 
CIRCUIT  OF  A  DECISION  BY  THE  TAX 
COURT  OF  THE  UNITED  STATES 

The  taxpayer,  Molly  A.  Harkness,  petitioner  in 
this  cause,  by  Philip  S.  Ehrlich,  R.  J.  Hecht  and 
Albert  A.  Axelrod,  counsel  for  petitioner,  hereby 
files  her  petition  for  review  by  the  United  States 
Court  of  Appeals  for  the  Ninth  Circuit  of  the  de- 
cision by  the  Tax  Court  of  the  United  States  pro- 
mulgated December  22,  1949,  13  T.  C.  No.  129, 
determining  deficiencies  in  income  and  victory  taxes 
for  the  calendar  year  1943,  which  deficiencies  against 
the  petitioner,  Molly  A.  Harkness,  was  in  the  sum 
of  $64,666.64,  which  deficiencies  were  determined  by 
the  Tax  Court  on  February  15,  1950;  and  said 
petitioner  respectfully  shows: 

I. 

The  petitioner  resides,  and  at  all  times  mentioned 
in  this  petition  has  resided,  in  the  City  of  Fresno, 
County  of  Fresno,  State  of  California.  She  filed  her 
separate  income  tax  return  for  the  calendar  year 
1943  with  the  Collector  of  Internal  Revenue  for 
the  1st  District  of  California  at  San  Francisco, 
California. 

II. 

Nature  of  the  Controversy 
The  controversy  involves  the  proper  determina- 
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tion  of  the  petitioner's  liability  for  Federal  Income 
and  Victory  Taxes  for  the  calendar  year  1943.  The 
determination  of  the  deficiency  against  the  petitioner 
arose  by  reason  of  the  inclusion  by  the  respondent 
in  the  petitioner's  taxable  income  for  the  taxable 
year  1943,  on  a  community  property  basis,  of  all 
the  income  from  the  operation  of  a  partnership 
composed  of  the  petitioner,  her  husband,  Floyd  J. 
Harkness,  the  petitioner's  son,  Floyd  J.  Harkness, 
Jr.,  and  the  petitioner's  daughter,  Harriet  Hark- 
ness Colgate.  This  partnership  does  business  under 
the  firm  name  and  style  of  United  Packing  Co. 
During  the  taxable  year  in  question,  each  of  the 
persons  above  named  owned  a  25%  interest  in  the 
partnership. 

In  connection  with  the  controversy  the  Tax  Court 
found,  in  part,  as  follows: 

^'Petitioners,  Floyd  J.  Harkness  and  Molly  A. 
Harkness,  are  individuals  residing  in  Fresno,  Cali- 
fornia. They  filed  their  separate  income  tax  returns 
for  1943  with,  the  Collector  of  Internal  Revenue  for 
the  First  District  of  California.  Petitioners  were 
married  July  14,  1915,  and  have  made  their  home 
in  California  ever  since.  They  have  two  children, 
Floyd  J.  Harkness,  Jr.,  and  Harriet  Harkness  Col- 
gate, born  in  1918  and  1920,  respectively. 

Harkness,  Sr.  has  been  a  grower  and  shipper 
of  fruits  and  vegetables  since  1918.  Prior  to  1937 
he  engaged  in  this  occupation  first  as  an  employee 
of  various  concerns  and  then  as  a  member  of  two 
successive  partnerships  operating  under  the  name 
of  United  Packing  Co.    In  January  1937,  petitioner 


Commissioner  of  Internal  Revenue,  287 

bought  out  his  partner  and  commenced  operating 
the  business  as  a  sole  proprietorship  under  the  same 
name.  Molly  Harkness,  as  his  wife,  owned  the 
assets  of  the  business  in  community  with  him.  The 
company  specialized  in  packing  and  shipping  canta- 
loupes, carrots,  peaches,  plums,  nectarines  and 
grapes.  Some  commodities  were  raised  by  the  com- 
pany itself  w^hile  others  were  bought  from  farmers 
on  a  cash  basis.  Still  other  produce  was  packed 
and  shipped  by  the  company  on  a  commission  basis. 
For  the  purposes  of  its  business.  United  Packing 
Co.  operated  ranches  and  packing  houses,  and  manu- 
factured and  stocked  packing  materials.  Its  main 
office  was  located  in  Fresno,  but  its  operations  cov- 
ered a  large  area  in  the  San  Joaquin  Valley  ex- 
tending northward  138  miles  to  Lodi  and  southward 
127  miles  to  Arvin.  At  the  close  of  1942  the  gross 
proceeds  and  net  income  earned  by  United  Packing 
Co.  amounted  to  $1,468,119.64  and  $141,790.95,  re- 
spectively. 

During  the  years  up  to  1942  petitioners'  two  chil- 
dren were  occupied  primarily  in  obtaining  an  edu- 
cation, though  each  performed  some  service  in  their 
father's  business.  Harkness,  Jr.  attended  schools 
until  June,  1941  w^hen  he  graduated  from  college 
with  a  major  in  commerce.  From  1934  until  1941  he 
worked  in  his  father's  business  during  summer  va- 
cations and  in  1937  he  quit  school  for  six  months 
to  help  his  father  launch  the  sole  proprietorship. 
From  June,  1941  until  January,  1942  he  devoted 
his  full  time  as  an  employee  of  United  Packing 
Co.  working  as  a  ^regular  field  man'  at  a  salary  of 
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$150  per  month  plus  a  five  per  cent  bonus  of  ap- 
proximately $910.  During  this  six-months'  period 
he  also  earned  four  to  five  thousand  dollars  in  inde- 
pendent deals  in  the  fruit  and  vegetable  business. 
On  January  12,  1942,  he  entered  the  United  States 
Air  Corps  as  a  private.  At  the  close  of  1942  peti- 
tioners' son  still  had  a  credit  on  the  books  of  the 
sole  proprietorship  of  $1,412.05  for  prior  services 
performed.  He  owned  no  substantial  property  out- 
side of  these  earnings  at  that  time. 

Harriet  Harkness  finished  her  schooling  in  June, 
1942  when  she  graduated  from  college.  During 
summer  vacations  she  had  occasionally  performed 
secretarial  services  in  her  father's  business.  Harriet 
w^orked  full  time  as  a  secretary  at  United  Packing 
Co.  from  June  until  August,  1942  at  which  time 
she  married  William  H.  Colgate,  Jr.,  who  was  then 
serving  in  the  United  States  Army.  Following 
her  marriage  she  spent  her  time  housekeeping  for 
her  husband  at  various  military  posts  in  the  United 
States  until  October,  1944.  She  owned  no  significant 
amount  of  property  at  the  time  of  her  marriage. 

Harriet's  husband,  William  Colgate,  had  resided 
in  Fresno  County,  California,  all  his  youth  and  had 
been  an  acquaintance  of  the  Harkness  family  for 
a  number  of  years  prior  to  his  marriage  in  1942. 
He  attended  college,  majoring  in  commerce,  and 
during  summer  vacations  was  employed  by  Peerless 
Pump  Company,  the  largest  supplier  of  irrigation 
pumps  in  the  San  Joaquin  Valley.  Colgate  later 
quit  school  and  w^orked  full  time  for  this  company 
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for  nine  months  before  enlisting  in  the  United 
States  Army  in  March,  1941.  This  was  in  keeping 
with  his  desire  to  devote  his  career  to  agricultural 
pursuits  in  the  Valley.  As  an  assistant  foreman 
aiding  in  the  installation  of  extensive  irrigation 
systems,  Colgate  acquired  considerable  knowledge 
of  thn  mechanics  of  irrigation.  After  his  marriage 
to  Harriet,  they  w^ere  stationed  at  Columbus,  Ohio, 
during  the  latter  part  of  1942  and  throughout  1943. 
In  the  fall  of  1942  Harkness,  Sr.  became  con- 
vinced that  it  would  be  advantageous  to  convert 
the  operation  of  his  fruit  packing  and  shipping 
business  from  a  sole  proprietorship  to  a  partnership 
composed  of  his  wife,  himself  and  his  two  children 
in  the  coming  year.  Many  reasons  dictated  that 
decision.  Primarily  he  desired  to  obtain  the  services 
of  his  son  and  son-in-law  in  the  business.  He  felt 
that  as  a  result  of  their  college  education  and  the 
practical  experience  they  had  gained  pursuing  agri- 
cultural employment  in  the  Valley  that  they  would 
make  skilled,  competent  supervisors  capable  of  over- 
seeing the  widespread  operations  of  the  company. 
Secondly,  from  his  experience  in  the  fruit  and  vege- 
table packing  industry,  Harkness  believed  that  it 
was  essential  to  increase  the  capital  investment  in 
the  company  by  allowing  annual  profits  to  remain 
in  the  business.  This  was  necessary  not  only  to 
permit  payment  of  extensive  operating  expenses,  to 
allow  for  expansion  of  company  facilities  and  equip- 
ment and  to  develop  new  business,  but  also  to  meet 
the  exigencies  of  bad   crop  years  when   the   com- 
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pany's  income  declined  drastically.  Furthermore, 
in  1942  fruit  packers  were  anticipating  a  decline 
in  profits  due  to  labor  shortages,  low  transporta- 
tion priorities  for  their  produce,  and  the  probability 
that  prices  would  tumble  as  in  World  War  I.  These 
circumstances  only  increased  the  need  for  increasing 
the  capital  reserve  of  United  Packing  Co.  Yet  it 
had  been  Harkness'  experience  in  past  years  that 
to  hold  qualified  supervisory  personnel  it  was  neces- 
sary to  pay  them  large  bonuses  or  percentages  of 
profits  which  they  invariably  withdrew  from  the 
business  and  often  used  to  set  themselves  up  in 
competition  with  him,  thus  draining  the  company's 
capital.  He  felt  the  only  way  to  retain  profits  in  the 
company  was  to  bring  into  the  business  persons  who 
felt  as  he  did.  Through  long  discussions  with  Hark- 
ness, Jr.  and  William  Colgate,  petitioner  knew  that 
they  agreed  with  him  that  only  a  reasonable  amount 
of  the  profits  should  be  withdrawn  from  United 
Packing  Co.  and  the  rest  of  the  net  income  should 
be  allowed  to  accumulate  in  the  business. 

While  Harkness,  Sr.  was  well  aware  that  neither 
Floyd,  Jr.,  nor  William  Colgate  would  be  available 
to  serve  United  Packing  Co.  for  the  duration  of 
the  war  and  he  would  be  the  only  active  partner 
in  the  meantime,  yet  he  desired  them  to  acquire  an 
interest  in  the  company  at  this  time  to  guarantee 
their  future  help  in  running  the  business  after  their 
release  from  the  Army. 

Furthermore,  formation  of  the  partnership  ac- 
corded with  the  wish  of  Harkness,  Sr.  to  give  his 
children  an  opportunity  to  make  good.    Even  when 
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Floyd,  Jr.  was  a  boy  he  and  his  father  planned  for 
the  day  when  the  former  would  be  a  full-fledged 
partner.  After  graduation  from  college  in  1941 
Harkness,  Jr.  had  pressed  his  father  to  give  him 
the  status  of  a  partner  in  the  business,  and  while 
Harkness,  Sr.  had  too  many  financial  commitments 
to  do  so  in  that  year,  yet  he  promised  his  son  he 
would  make  provision  for  him  to  purchase  an  inter- 
est in  the  business.  Now  petitioner  desired  to  ful- 
fill that  promise.  It  was  long  understood  that  if 
one  child  was  given  an  opportunity  to  participate 
in  the  business,  the  other  would  be  given  an  equal 
opportunity.  Offering  Harriet  an  opportunity  to 
become  a  partner  in  his  business  not  only  fulfilled 
this  pledge,  but  was  a  long  step  toward  securing  the 
eventual  services  of  her  husband  which  petitioner  so 
greatly  desired. 

While  Harkness,  Sr.  consulted  a  lawyer  concern- 
ing the  feasibility  of  converting  his  business  into  a 
partnership  and  was  thus  aware  of  the  tax  saving 
possibilities  inherent  therein,  yet  this  fact  w^as  only 
a  secondary  consideration  with  him,  and  he  would 
have  entered  into  this  arrangement  regardless 
thereof. 

During  the  fall  of  1942  Harkness,  Sr.  held  lengthy 
conversations  with  his  son,  who  was  stationed  at  a 
nearby  airfield,  regarding  the  proposed  partnership. 
Harkness,  Jr.  eagerly  accepted  the  chance  to  buy 
an  interest  in  United  Packing  Co.  for  this  had 
been  his  great  desire  for  many  years  and  assured 
him  of  full  participation  in  the  business  on  his  re- 
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turn  from  the  service.  Petitioners  and  young  Hark- 
ness then  definitely  planned  to  convert  the  business 
into  a  partnership  starting  in  1943. 

Over  the  same  period  of  time  Harkness,  Sr.  also 
corresponded  with  his  daughter  and  offered  her 
either  the  opportunity  to  invest  in  United  Packing 
Co.  or  some  other  enterprise.  Furthermore,  it  was 
understood  that  if  she  decided  to  come  into  her 
father's  business,  her  husband,  William  Colgate, 
would  be  allowed  to  participate  in  the  partnership 
following  his  release  from  the  Army.  Harriet  and 
William  Colgate  debated  at  length  whether  it  was 
advisable  for  her  to  buy  an  interest  in  her  father's 
business  or  invest  elsewhere.  Finally  Harriet  exer- 
cised her  option  to  procure  an  interest  in  United 
Packing  Co.  after  her  husband  determined  he 
wanted  to  be  associated  with  United  Packing  Co. 
upon  his  return  from  the  service. 

Thus  by  November,  1942  petitioners  and  both 
their  children  generally  agreed  to  the  formation  of  a 
partnership  for  the  operation  of  United  Packing  Co. 
in  the  coming  year,  though  the  details  of  the  part- 
nership relationship  had  not  been  worked  out.  A 
^^Certificate  of  Co-Partnership  Transacting  Busi- 
ness under  Fictitious  Name''  was  executed  on  No- 
vember 12,  1942,  which  petitioners  and  young  Hark- 
ness signed  on  that  date  and  Harriet  signed  on 
November  28.  It  stated  that  the  four  were  co- 
partners carrying  on  business  imder  the  name  of 
United  Packing  Co.  and  that  Harknes,  Sr.  was 
the  general  manager  in  full  charge  of  all  business 
operations.      This   certificate   was   published    in    a 
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local  paper  and  later  filed  with  the  County  Re- 
corder of  Fresno  County. 

On  December  31,  1942,  ^^  Articles  of  Partnership," 
I)roviding  the  detailed  terms  of  the  proposed  part- 
nership, were  drafted  and  met  the  approval  of  all 
but  Harriet  Colgate,  who  refused  to  sign  until 
provisions  as  to  control  of  the  business  and  as  to 
purchase  of  a  deceased  partner  ^s  share  were  modi- 
fied. 

On  January  1,  1943,  petitioners  transferred  to 
United  Packing  Co.,  a  partnership,  most  of  the 
assets  and  some  of  the  liabilities  of  United  Packing 
Co.,  sole  proprietorship,  existing  on  December  31, 
1942,  resulting  in  a  net  worth  of  $138,241.61  for  the 
partnership  on  that  date.  Harkness,  Jr.  and  Har- 
riet Colgate  each  bought  a  one-fourth  interest  in 
the  partnership  for  $34,560.41,  equivalent  to  one- 
fourth  of  its  net  worth.  To  pay  Harkness,  Sr.  for 
his  share  in  the  partnership  the  son  used  $1,392.05 
of  the  credit  he  had  earned  as  compensation  for 
prior  services  rendered  the  sole  proprietorship  and 
on  January  2, 1943,  signed  a  promissory  note  for  the 
remaining  $33,168.35  with  interest  at  four  i)er  cent 
per  annum.  Harriet  Colgate  purchased  her  part- 
nership interest  from  her  father  with  a  promissory 
note  dated  January  2,  1943,  for  $34,560.40  plus  four 
per  cent  interest  per  annum.  William  Colgate 
joined  her  on  the  note  as  co-maker.  No  collateral 
was  required  on  either  note. 

These  transactions  were  reflected  on  the  books 
of  United  Packing  Co.,  co-partnership,  as  of  Jan- 
uary 1,  1943.    It  showed  assets  of  $142,861.03  and 
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liabilities  of  $4,619.92  and  a  net  worth  of  $138,241.61. 
Capital  of  the  partnership  was  stated  to  be  $138,- 
241.61  resulting  from  contributions  of  $34,560.41 
each  from  the  three  Harknesses  and  Harriet  Col- 
gate. 

On  January  4,  1943,  pending  acceptance  by  Har- 
riet Colgate  of  the  articles  of  partnership  drafted 
on  December  31,  1942,  Harkness,  Sr.,  Molly  Hark- 
ness, Harkness,  Jr.  and  Harriet  Colgate  signed  a 
supplemental  agreement  fixing  compensation  and 
distribution  of  partnership  profits  among  the  part- 
ners. The  salary  of  Harkness,  Sr.,  as  general  man- 
ager of  the  partnership,  was  fixed  at  75  per  cent  of 
the  first  $100,000  of  the  partnership  net  income. 
There  was  no  provision  for  salaries  for  the  other 
partners.  The  remainder  of  the  first  $100,000  of 
partnership  net  income  was  to  be  divided  equally 
among  the  partners,  as  were  any  profits  over  that 
amount. 

4«-  4f  * 

During  January,  1943,  Harkness,  Sr.  discussed 
with  the  Colgates  the  modifications  sought  by  Har- 
riet Colgate  in  the  partnership  agreement  drafted 
on  December  31,  1942.  Harriet  withdrew  her  ob- 
jections when  the  original  draft  was  altered  to  meet 
her  demands.  The  reformed  partnership  agreement 
was  signed  by  the  three  Harknesses  on  February  27, 
1943,  and  by  Harriet  Colgate  on  March  10,  1943. 

■X-  ■)(■  ■}(■ 

In  February,  1943,  an  undivided  one-half  interest 
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in  a  300-acre  vineyard  and  orchard  was  acquired 
by  Harkness,  Sr.,  Molly  Harkness,  Harkness,  Jr. 
and  Harriet  Colgate  as  tenants  in  common.  The 
other  half  interest  in  the  ranch  was  acquired  by 
Chris  Sorenson  and  his  wife.  Sorenson  was  a  su- 
pervisory employee  of  United  Packing  Co.  All 
funds  for  purchase  of  the  vineyard  were  supplied 
by  United  Packing  Co.  and  the  amount  loaned  to 
Sorenson  was  repaid  to  the  company  by  him.  The 
50  per  cent  interest  acquired  by  the  Harknesses  and 
Harriet  Colgate  was  included  as  an  asset  of  United 
Packing  Co.  and  subsequent  income  therefrom  was 
included  in  its  net  income.  Previously  on  January 
16,  1943,  by  a  bill  of  sale  the  personal  property 
on  the  River  Ranch  had  been  conveyed  to  Chris  A. 
Sorenson  and  Katharine  Sorenson,  his  wife,  and 
^^  Floyd  J.  Harkness,  Molly  A.  Harkness,  Harriet 
Harkness  Colgate  and  Floyd  J.  Harkness,  Jr.,  co- 
partners, doing  business  under  the  fiiTQ  name  and 
style  of  United  Packing  Co.,  a  co-partnership." 
Prior  to  these  purchases,  all  the  partners  were  con- 
sulted with  respect  to  them,  and  Harkness,  Jr.,  w^ho 
was  familiar  with  the  land,  approved  the  transac- 
tions. 

During  the  year  1943  there  w^as  no  change  in  the 
operation  of  United  Packing  Co.  over  prior  years. 
The  business  was  still  completely  under  the  control 
of  Harkness,  Sr.  Harriet  and  William  Colgate 
were  absent  from  Fresno  until  his  discharge  from 
the  armed  services  in  October  1944,  so  consequently 
she  performed  no  services  for  United  Packing  Co. 
during  the  year  1943  nor  did  she  participate  in  the 
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management  of  its  affairs.  Throughout  the  year 
1943  until  December,  Harkness,  Jr.  was  stationed 
at  Hamilton  Field,  California,  approximately  six 
hours  traveling  time  from  Fresno,  and  frequently 
visited  the  company's  office  and  packing  plants  on 
weekends.  While  he  was  unable  to  participate 
in  the  business  activities,  yet  he  discussed  its  prob- 
lems with  his  father  on  these  occasions.  In  Decem- 
ber, 1943  Harkness,  Jr.  went  overseas  with  the  Air 
Corps  and  did  not  return  to  Fresno  until  January, 
1946. 

In  1943  United  Packing  Co.  earned  gross  pro- 
ceeds of  $2,572,905.53  and  a  net  income  of  $361,582. 
In  accordance  with  the  terms  of  the  supplemental 
agreement  Harkness,  Sr.  was  paid  a  salary  of  $75,- 
000  and  Harkness,  Sr.,  Molly  Harkness,  Harkness, 
Jr.  and  Harriet  Colgate  each  were  credited  with 
$71,645.50  as  their  respective  shares  of  the  profits. 

Harriet's  credit  on  the  partnership  books  was  first 
applied  to  pay  off  the  principal  and  interest  on  her 
promissory  note  to  Harkness,  Sr.,  in  the  amount 
of  $35,942.82,  and  to  offset  prior  withdrawals  from 
her  capital  account  consisting  of  cash  in  the  amount 
of  $112.97  and  sums  of  $1,070.89  and  $31,423.67 
paid  to  the  Collector  of  Internal  Revenue.  The 
balance  of  $3,095.15  which  she  left  in  the  business  at 
the  close  of  1943  was  withdrawn  in  1944  to  pay  for 
taxes  and  personal  expenditures.  Of  the  $71,645.50 
credited  to  Harkness,  Jr.,  $34,495.08  was  turned 
over  to  his  father  to  pay  the  principal  and  interest 
on  his  promissory  note.  Of  the  remaining  $37,- 
150.42  which  he  left  in  the  business  in  1943,  young 
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Harkness  expended  $331.58  for  his  own  use  in  1944. 

United  Packing  Co.  filed  a  partnership  return 
for  the  year  1943,  reporting  a  net  income  of  $361,- 
582,  compensation  of  $75,000  paid  to  Harkness,  Sr., 
and  the  distribution  of  $71,645.50  from  profits  to 
each  of  the  three  Harknesses  and  to  Harriet  Colgate. 

Harkness,  Sr.  and  Molly  Harkness  filed  separate 
income  tax  returns  in  1943.  As  residents  of  a  com- 
munity property  state,  each  reported  one-half  of 
the  total  income  of  $218,291  they  together  received 
from  United  Packing  Co.  in  1943,  or  $109,145.50. 

In  his  notices  of  deficiency  sent  to  petitioners,  re- 
spondent determined  that  the  net  income  of  United 
Packing  Co.  for  1943  was  $361,823  and  that  each 
petitioner  realized  one-half  of  this  amount,  or  $180,- 
916,  as  community  property  income.  The  notice 
of  deficiency  sent  to  Harkness,  Sr.  stated  in  part : 

'^(a)  On  December  31,  1942,  you  and  your 
wife,  Molly  A.  Harkness,  together  with  your 
two  children,  Floyd  James  Harkness,  Jr.  and 
Harriet  Harkness  Colgate,  executed  an  instru- 
ment purporting  to  create  a  family  partnership. 
Since  Floyd  James  Harkness,  Jr.  and  Harriet 
Harkness  Colgate  contributed  no  capital  orig- 
inating with  themselves,  rendered  no  services 
to  the  business,  and  were  not  required  to  par- 
ticipate in  the  control  and  management  of  the 
business  under  the  terms  of  the  alleged  part- 
nership agreement,  it  is  held  that  they  did  not 
acquire  valid  partnership  interests  in  the 
United  Packing  Company.    Accordingly,  profits 


298  Molly  A,  Harkness  vs. 

from  the  above-named  organization  are  reallo- 
cated to  you  and  your  wife  on  a  community 
property  basis,  thus  increasing  your  taxable 
income  by  $71,770.50  as  shown  below. 

Total  net  profit  of  United  Packing 

Company   $361,832.00 

Your  community  one-half  share 180,916.00 

Amount  reported  on  return 109,145.50 

Adjustment — Increase $  71,770.50" 

Similar  language  was  contained  in  the  notice  of 
deficiency  received  by  Molly  Harkness. 

The  three  Harknesses  and  Harriet  Colgate  had 
no  intent  to  join  together  in  conducting  the  business 
of  United  Packing  Company  as  bona  fide  partners 
in  1943  and  thus  their  partnership  was  not  valid 
for  tax  purposes  in  that  year." 

The  Tax  Court,  in  its  opinion,  held  that  the  peti- 
tioner, her  husband,  and  their  children  had  no  intent 
to  join  together  in  conducting  the  business  of 
United  Packing  Co.  as  bona  fide  partners  in  1943, 
and  that  their  partnership  was  not  valid  for  tax 
purposes  in  that  year. 

III. 

The  said  taxpayer,  to  wit,  Molly  A.  Harkness, 
being  aggrieved  by  the  Findings  of  Fact  and  Con- 
clusions of  Law  contained  in  said  Findings  and 
Opinions  of  the  Court  and  by  the  Tax  Court's  deci- 
sions entered  pursuant  thereto,  desires  to  obtain 
a  review  thereof  by  the  United  States  Court  of 
Appeals  for  the  Ninth  Circuit. 
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IV. 

The  petitioner  assigns  as  error  the  following  acts 
and  omissions  of  the  Tax  Court  of  the  United 
States : 

1.  The  Tax  Court  erred  in  finding  contrary  to 
the  record  that: 

*' During  the  year  1943  there  was  no  change 
in  the  operation  of  United  Packing  Co.  over 
prior  years.  The  business  was  still  completely 
under  the  control  of  Harkness,  Sr." 

2.  The  Tax  Court  erred  in  finding  contrary  to 
the  record  that  no  collateral  was  required  to  secure 
the  notes  given  by  Harriet  Colgate  and  Floyd  J. 
Harkness,  Jr.  to  petitioner  and  her  husband. 

3.  The  Tax  Court  erred  in  finding  contrary  to 
the  record  as  a  whole  that : 

^^The  three  Harknesses  and  Harriet  Colgate 
had  no  intention  to  join  together  in  conducting 
the  business  of  United  Packing  Co.  as  bona 
fide  partners  in  1943  and  thus  their  partner- 
ship w^as  not  valid  for  tax  purposes  in  that 
year. ' ' 

4.  The  Tax  Court  erred  in  not  finding,  as  the 
record  shows,  that  Floyd  J.  Harkness,  Jr.,  upon 
his  return  from  the  Army  in  January,  1946,  was 
appointed  Assistant  General  Manager  of  the  part- 
nership business,  and  has  ever  since  that  time, 
and  up  to  January  11,  1949,  the  date  of  the  hear- 
ing of  this  case,  rendered  substantial  managerial 
services  to  the  business. 
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5.  The  Tax  Court  erred  in  not  finding,  as  the 
record  shows,  that  during  the  year  1946  Floyd  J. 
Harkness,  Jr.  received  the  sum  of  $57,984.85,  and 
during  the  year  1947  the  sum  of  $53,635.13,  as  sal- 
ary for  each  of  said  years  for  services  rendered  as 
such  Assistant  General  Manager. 

6.  The  Tax  Court  erred  in  not  finding,  as  the 
record  shows,  that  during  the  period  1946  to  1947, 
Floyd  J.  Harkness,  Jr.  withdrew  from  the  part- 
nership business  a  total  sum  of  $121,484.51. 

7.  The  Tax  Court  erred  in  not  finding,  as  the 
record  shows,  that  William  Colgate  was  discharged 
from  the  Army  in  the  Fall  of  1944,  and  immedi- 
ately went  to  work  for  the  partnership,  and  in  not 
finding  that  in  January,  1945,  William  Colgate  be- 
came a  fifth  partner  in  the  enterprise. 

8.  The  Tax  Couii;  erred  in  not  finding,  as  the 
record  shows,  that  William  Colgate  has  ever  since 
January,  1945,  been  the  Manager  of  the  Clovis- 
Sanger  District  of  the  partnership  and  has  ren- 
dered substantial  services  of  a  supervisory  and 
managerial  nature  to  the  partnership,  and  in  not 
finding  that  he  has  received  the  following  compen- 
sation for  his  services:  1944,  $450.00;  1945, 
$5,275.00;  1946,  $46,554.79;  1947,  $35,928.45. 

9.  The  Tax  Court  erred  in  not  finding,  as  the 
record  shows,  that  during  the  period  1944  to  1947, 
William  Colgate  and  Harriet  Colgate  have  with- 
drawn $100,138.48  from  the  partnership. 
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10.  The  Tax  Court  erred  in  not  finding,  as  the 
record  shows,  as  a  whole,  that  Floyd  J.  Harkness, 
Jr.,  and  Harriet  Colgate  were  and  have  been  ever 
since  January  1,  1943,  the  true  owners  of  an  undi- 
^dded  interest  in  the  assets  of  the  partnership. 

11.  The  Tax  Court  erred  in  not  finding,  as  the 
record  shows  as  a  whole,  that  Floyd  J.  Harkness, 
Jr.  and  William  Colgate  made,  as  of  the  date  of  the 
formation  of  the  partnership,  a  commitment  to  ren- 
der services  to  the  partnership  as  soon  as  circum- 
stances permitted. 

12.  The  Tax  Court  erred  in  not  finding,  as  the 
record  shows,  that  Floyd  J.  Harkness,  Jr.,  Harriet 
Colgate  and  petitioner  and  her  husband  were  co- 
owners,  as  tenants  in  common,  of  one-half  of  the 
Eanch  known  as  the  ^' River  Ranch,''  each  owning 
an  undivided  %th  interest  therein,  and  in  not  find- 
ing that  during  the  year  1943  the  profits  derived 
from  the  operation  of  this  Ranch  amounted  to 
$60,309.92,  and  in  not  finding  that  the  i/sth  interest 
of  each  of  the  children  yielded  an  income  belonging 
to  them  in  the  sum  of  $15,077.48  each. 

13.  The  Tax  Court  erred  in  not  finding,  as  the 
record  shows,  that  Harriet  Colgate  and  Floyd  J. 
Harkness,  Jr.  pledged  the  first  income  to  be  de- 
rived from  the  business  of  the  partnership  to  the 
payment  of  the  notes  given  by  them  to  petitioner 
and  her  husband. 

14.  The  Tax  Court  erred  in  not  finding,  as  the 
record  shows,  that  petitioner  and  her  husband  and 
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Harriet  Colgate  and  Floyd  J.  Harkness,  Jr.  in- 
tended to  join  together  in  conducting  the  business 
of  United  Packing  Co.  as  bona  fide  partners  in 
1943  and  that  their  partnership  was  valid  for  tax 
purposes  for  that  year. 

15.  The  Tax  Court  erred  in  that  its  decision 
herein  is  contrary  to  the  applicable  decisions  of  the 
Supreme  Court  of  the  United  States. 

16.  The  Tax  Court  erred  herein  in  that  its  deci- 
sion is  contrary  to  the  applicable  decisions  of  the 
Tax  Court  heretofore  made. 

17.  The  Tax  Court  erred  in  finding,  contrary 
to  the  record,  a  deficiency  for  the  year  1943,  in 
lieu  of  a  finding  that  there  is  no  income  tax  due 
from  the  petitioner  for  said  year. 

Wherefore,  petitioner  prays  for  a  review  by  the 
United  States  Court  of  Appeals  for  the  Ninth  Cir- 
cuit of  the  decision  by  the  United  States  Tax  Court, 
promulgated  December  22,  1949,  13  T.C.  No.  129; 
and  that  upon  such  review  said  Honorable  Court 
make  and  enter  a  decree  setting  aside  and  reversing 
said  decision  of  the  United  States  Tax  Court,  and 
determine  that  the  respondent,  the  Commissioner 
of  Internal  Revenue,  erred  in  reallocating  the  in- 
come of  the  partnership  known  as  United  Packing 
Co.  and  in  such  reallocation  reallocating  to  the  peti- 
tioner, namely,  Molly  A.  Harkness,  and  to  her  hus- 
band, Floyd  J.  Harkness,  Sr.,  on  a  community 
basis,  the  entire  income  from  said  partnership ;  and 
should  further   determine  that  there  was  no   de- 
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ficiency  in  income  taxes  or  victory  taxes  for  the 
year  1943  from  said  petitioner. 

/s/  PHILIP  S.  EHRLICH, 

/s/  ALBERT  A.  AXELROD, 

/s/  R.  J.  HECHT, 

Counsel  for  Petitioner. 

State  of  California, 

City  and  County  of  San  Francisco — ss. 

Albert  A.  Axelrod  and  R.  J.  Hecht,  being  first 
duly  sworn,  depose  and  say: 

That  they  are  counsel  of  record  in  the  above- 
entitled  cause ;  that  as  such  counsel  they  are  author- 
ized to  verify  the  foregoing  petition  for  review,  that 
they  have  read  said  petition  and  are  familiar  with 
the  statements  contained  therein;  that  the  state- 
ments made  are  true  to  the  best  of  each  of  their 
knowledge,  information  and  belief. 

/s/  ALBERT  A.  AXELROD, 

/s/  R.  J.  HECHT. 

Subscribed  and  sworn  to  before  me  this  10th  day 
of  May  1950. 

[Seal]         /s/  GLADYS  C.  OKERSTROM, 
Notary  Public  in  and  for  the  City  and  County  of 
San  Francisco,  State  of  California. 

My  Commission  Expires  October  27,  1952. 
Received  and  Filed  May  12,  1950. 
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In  the  United  States  Court  of  Appeals 
For  the  Ninth  Circuit 

Docket  No.  16407 

MOLLY  A.  HARKNESS, 

Petitioner  on  Review, 

vs. 

COMMISSIONER  OF  INTERNAL  REVENUE, 

Respondent  on  Review. 

NOTICE  OF  FILING  PETITION 
FOR  REVIEW 

To:     Charles  Oliphant, 
Chief  Counsel, 
Bureau  of  Internal  Revenue. 

You  are  hereby  notified  that  the  above-petitioner 
did,  on  the  12th  day  of  May,  1950,  file  with  the 
Clerk  of  The  Tax  Court  of  the  United  States,  at 
Washington,  D.  C,  a  petition  for  review  by  the 
United  States  Court  of  Appeals  for  the  Ninth  Cir- 
cuit, of  the  decision  of  this  Court  heretofore  ren- 
dered in  the  above-entitled  case.  Copy  of  the 
petition  for  review  as  filed  is  hereto  attached  and 
served  upon  you. 

Dated  this  16th  day  of  May,  1950. 

/s/  VICTOR  S.  MERSCH, 

Clerk,  The  Tax  Court  of  the 
United  States. 
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Service  of  Copy  of  Petition  for  Review  Acknowl- 
edged this  16th  day  of  May,  1950. 

/s/  CHARLES  OLIPHANT, 
Chief  Counsel,  Bureau  of  Internal  Revenue,  Attor- 
ney for  Respondent. 

Filed  T.C.U.D.  May  16,  1950. 


In  the  Tax  Court  of  the  United  States 
No.  16,407 

MOLLY  A.  HARKNESS, 


Petitioner, 


vs. 


COMMISSIONER  OF  INTERNAL  REVENUE, 

Respondent. 

PRAECIPE  FOR  RECORD 

To  the  Clerk  of  the  Tax  Court  of  the  United  States: 

You  are  hereby  respectfully  requested  to  prepare 
and  certify  and  transmit  to  the  Clerk  of  the  L^nited 
States  Court  of  Appeals  for  the  Ninth  Circuit,  with 
reference  to  Petition  for  Review  heretofore  filed  by 
the  petitioner  in  the  above-entitled  cause,  a  tran- 
script of  record  in  the  above  cause  prepared  and 
transmitted  as  required  by  law  and  by  the  rules  of 
said  court,  and  to  include  in  said  transcript  of  rec- 
ord the  following  documents  or  certified  copies 
thereof,  to  wit: 
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1.  The  docket  entries  of  all  proceedings  before 
the  Tax  Court. 

2.  Pleadings  before  the  Tax  Court  of  the  United 
States  as  follows: 

(a)  Petition  for  redetermination. 

(b)  Answer  of  respondent. 

3.  Stipulation  of  facts  filed  at  the  hearing  Jan- 
uary 11,  1949. 

4.  Reporter's  transcript  of  the  proceedings  and 
testimony  before  the  Tax  Court  on  January  11, 
1949. 

5.  The  following  exhibits  introduced  in  evidence 
before  the  Tax  Court  on  January  11,  1949: 

(a)  Joint  exhibits:    10-J,  11-K,  12-L. 

(b)  Petitioner's    exhibits:     13,    14,    15,    16, 
17,  18. 

(c)  Respondent's  exhibits  M,  N. 

6.  Notice  under  Rule  50. 

7.  Respondent's  computation  for  entry  of  de- 
cision. 

8.  Stipulation  signed  by  counsel  for  petitioner 
with  respect  to  the  computation  of  respondent.  [No 
record  hereof  located  Victor  S.  Mersch.] 

9.  Decision  of  the  Tax  Court. 

10.  Petition  for  Review  filed  by  petitioner. 

11.  This  praecipe. 

12.  Notice  of  Filing  Petition  for  Review. 
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Dated :    July  10,  1950. 

/s/  PHILIP  S.  EHRLICH, 

/s/  ALBERT  A.  AXELROD, 

/s/  R.  J.  HECHT, 

Attorneys  for  Petitioner, 
Molly  A.  Harkness. 

Affidavit  of  Service  by  Mail  attached. 
Received  and  Filed,  T.C.U.S.,  July  12,  1950. 


[Title  of  Tax  Court  and  Cause.] 

CERTIFICATE 

I,  Victor  S.  Mersch,  Clerk  of  the  Tax  Court  of 
the  United  States,  do  hereby  certify  that  the  fore- 
going documents,  1  to  15,  inclusive,  constitute  and 
are  all  of  the  original  papers  and  proceedings  on 
file  in  my  office  as  called  for  by  the  '^Praecipe  for 
Record"  in  the  proceeding  before  the  Tax  Court  of 
the  United  States  entitled:  ''Molly  A.  Harkness, 
Petitioner,  v.  Commissioner  of  Internal  Revenue, 
Respondent,"  Docket  No.  16407,  and  in  which  the 
petitioner  in  the  Tax  Court  proceeding  has  initiated 
an  appeal  as  above  numbered  and  entitled,  together 
with  a  true  copy  of  the  docket  entries  in  said  Tax 
Court  proceeding,  as  the  same  appear  in  the  official 
docket  book  in  my  office. 

In  testimony  whereof,  I  hereunto  set  my  hand 
and  affix  the  seal  of  the  Tax  Court  of  the  United 
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States,  at  Washington,  in  the  District  of  Columbia, 
this  14th  day  of  July,  1950. 

[Seal]        /s/  VICTOR  S.  MERSCH, 
Clerk. 


[Endorsed]:  No.  12618.  United  States  Circuit 
Court  of  Appeals  for  the  Ninth  Circuit.  Molly  A. 
Harkness,  Petitioner,  vs.  Commissioner  of  Internal 
Revenue,  Respondent.  Transcript  of  the  Record 
upon  Petition  to  Review  a  Desision  of  the  Tax 
Court  of  the  United  States. 

Filed:   July  19,  1950. 

/s/  PAUL  P.  O'BRIEN, 
Clerk  of  the  United  States  Circuit  Court  of  Ap- 
peals for  the  Ninth  Circuit. 
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In  the  United  States  Court  of  Appeals  for  the 
Ninth  Circuit 

No.  12618 

MOLLY  A.  HARKNESS, 

Petitioner  and  Appellant, 

vs. 

COMMISSIONER  OF  INTERNAL  REVENUE, 

Respondent  and  Ap23ellee. 

APPLICATION  FOR  EXTENSION  OF  TIME 
WITHIN  WHICH  TO  FILE  RECORD  AND 
DOCKET  CASE  ON  A  PETITION  FOR 
REVIEW  FROM  A  DECISION  OF  THE 
TAX  COURT  OF  THE  UNITED  STATES 

To  the  Honorable  Justices  of  the  United  States 
Court  of  Appeals  for  the  Ninth  Circuit : 

The  above-named  petitioner,  Molly  A.  Harkness, 
through  her  counsel,  hereby  applies  to  this  Honor- 
al)le  Court  for  an  extension  of  time  within  which 
to  file  the  record  and  docket  her  case  after  filing  of 
the  petition  for  review  in  the  Tax  Court  of  the 
United  States. 

This  application  is  made  on  the  ground  of  ex- 
cusable neglect  of  one  of  counsel  for  said  petitioner, 
in  failing  to  file  with  the  Clerk  of  the  Tax  Court  of 
the  United  States  a  praecipe  designating  the  record 
to  be  transmitted  to  the  Clerk  of  this  Honorable 
Court,  within  the  forty-day  period  called  for  by 
Rule  31  of  this  Honorable  Court. 
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This  application  is  supported  by  the  affidavit  of 
E.  J.  Hecht,  one  of  counsel  for  petitioner,  and 
points  and  authorities  likewise  attached  to  this  ap- 
plication. 

Petitioner  respectfully  requests  that  she  be 
granted  a  reasonable  time  within  the  discretion  of 
the  above-entitled  court  within  which  the  Clerk  of 
the  Tax  Court  may  file  with  the  Clerk  of  this  Hon- 
orable Court  said  record,  and  within  which  said  case 
may  be  docketed. 

Dated:  July  7,  1950. 

/s/  PHILIP  S.  EHRLICH, 

/s/  ALBERT  A.  AXELROD, 

/s/  R.  J.  HECHT, 
Attorneys  for  Petitioner  and  Appellant  Molly  A. 
Harkness. 

Ordered  time  of  petitioner  to  file  transcript  of 
record  and  docket  cause  extended  to  August  1,  1950. 

/s/  WILLIAM  HEALEY, 

/s/  WM.  E.  ORR, 

/s/  WALTER  L.  POPE, 

U.  S.  Circuit  Judges. 

[Endorsed]  :    Filed  July  8,  1950. 
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[Title  of  Tax  Court  and  Cause.] 

STATEMENT  OP  POINTS  ON  WHICH  AP- 
PELLANT INTENDS  TO  RELY  AND 
DESIGNATION  OF  PARTS  OF  THE 
RECORD  NECESSARY  FOR  CONSID- 
ERATION THEREOF 

Appellant  proposes,  on  her  appeal,  to  rely  on  the 
following  points : 

1.  The  following  ultimate  finding  of  the  Tax 
Court  is  contrary  to  its  evidentiary  findings: 

^^The  three  Harknesses  and  Harriet  Colgate 
had  no  intent  to  join  together  in  conducting 
the  business  of  United  Packing  Co.  as  bona 
fide  partners  in  1943  and  thus  their  partnership 
was  not  valid  for  tax  purposes  in  that  year." 

2.  The  ultimate  finding  set  forth  in  1  above  is 
based  upon  a  misapplication  of  the  law. 

3.  The  ultimate  finding  set  forth  in  1  above  is 
clearly  erroneous  because  it  is  against  the  clear 
weight  of  the  evidence  and  is  arrived  at  by  accept- 
ing part  of  the  evidence  and  totally  disregarding 
other  convincing  evidence. 

4.  The  following  finding  of  fact  is  clearly  erro- 
neous because  it  is  against  the  clear  weight  of  the 
evidence  and  is  arrived  at  by  accepting  part  of  the 
evidence  and  totally  disregarding  other  convincing 
evidence : 

''During  the  year  1943  there  was  no  change 
in  the  operation  of  the  United  Packing  Co. 
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over  prior  years.     The  business  was  still  com- 
pletely under  the  control  of  Harkness,  Sr." 

5.  The  following  ultimate  finding  of  the  Tax 
Court  is  contraiy  to  its  evidentiary  findings : 

^'No  collateral  was  required  on  either  note." 

6.  The  ultimate  finding  set  forth  in  5  above  is 
clearly  erroneous  because  it  is  against  the  clear 
weight  of  the  evidence. 

7.  The  Tax  Court  erred  in  not  finding,  as  the 
record  shows,  that  Floyd  J.  Harkness,  Jr.,  upon  his 
return  from  the  Army  in  January,  1946,  was  ap- 
pointed Assistant  General  Manager  of  the  partner- 
ship business,  and  has  ever  since  that  time,  and  up 
to  January  11,  1949,  the  date  of  the  hearing  of  this 
case,  rendered  substantial  managerial  services  to 
the  business. 

8.  The  Tax  Court  erred  in  not  finding,  as  the 
record  shows,  that  during  the  year  1946  Floyd  J. 
Harkness,  Jr.,  received  the  sum  of  $57,984.85,  and 
during  the  year  1947  the  sum  of  $53,635.13,  as 
salary  for  each  of  said  years  for  services  rendered 
as  such  Assistant  General  Manager. 

9.  The  Tax  Court  erred  in  not  finding,  as  the 
record  shows,  that  during  the  period  1946  to  1947 
Floyd  J.  Harkness,  Jr.,  withdrew  from  the  part- 
nership business  a  total  sum  of  $121,484.51. 

10.  The  Tax  Court  erred  in  not  finding,  as  the 
record  shows,  that  William  Colgate  was  discharged 
from  the  Army  in  the  Fall  of  1944,  and  immedi- 
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ately  went  to  work  for  the  partnership,  and  in  not 
finding  that  in  January,  1945,  William  Colgate  be- 
came a  fifth  partner  in  the  enterprise. 

11.  The  Tax  Court  erred  in  not  finding,  as  the 
record  shows,  that  William  Colgate  has  ever  since 
January,  1945,  been  the  Manager  of  the  Clovis- 
Sanger  District  of  the  partnership  and  has  ren- 
dered substantial  services  of  a  supervisory  and 
managerial  nature  to  the  partnership,  and  in  not 
finding  that  he  has  received  the  following  com- 
pensation for  his  services:  1944,  $450.00;  1945, 
$5,275.00;  1946,  $46,554.79;  1947,  $35,928.45. 

12.  The  Tax  Court  erred  in  not  finding,  as  the 
record  shows,  that  during  the  period  1944  to  1947 
William  Colgate  and  Harriet  Colgate  have  with- 
drawn $100,138.48  from  the  partnership. 

13.  The  Tax  Court  erred  in  not  finding,  as  the 
record  shows,  as  a  whole,  that  Floyd  J.  Harkness, 
Jr.,  and  Harriet  Colgate  were  and  have  been  ever 
since  January  1,  1943,  the  true  owners  of  an  un- 
divided interest  in  the  assets  of  the  partnership. 

14.  The  Tax  Court  erred  in  not  finding,  as  the 
record  shows  as  a  whole,  that  Floyd  J.  Harkness, 
Jr.,  and  William  Colgate  made,  as  of  the  date  of 
the  formation  of  the  partnership,  a  commitment  to 
render  services  to  the  partnership  as  soon  as  cir- 
cumstances permitted. 

15.  The  Tax  Court  erred  in  not  finding,  as  tlie 
record  shows,  that  Floyd  J.  Harkness,  Jr.,  Harriet 
Colgate  and  appellant  and  her  husband,  Floyd  J. 
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Harkness,  Sr.,  were  co-owTiers,  as  tenants  in  com- 
mon, of  one-half  of  the  Ranch  known  as  the  '^  River 
Ranch,"  each  owning  an  imdivided  l/8th  interest 
therein,  and  in  not  finding  that  during  the  year 
1943  the  profits  derived  from  the  operation  of  this 
Ranch  amounted  to  $60,309.92,  and  in  not  finding 
that  the  l/8th  interest  of  each  of  the  children 
yielded  an  income  belonging  to  them  in  the  sum  of 
$15,077.48  each. 

16.  The  Tax  Court  erred  in  not  finding,  as  the 
record  shows,  that  Harriet  Colgate  and  Floyd  J. 
Harkness,  Jr.,  pledged  the  first  income  to  be  derived 
from  the  business  of  the  partnership  to  the  pay- 
ment of  the  notes  given  by  them  to  appellant  and 
her  husband. 

17.  The  Tax  Court  erred  in  not  finding,  as  the 
record  shows,  that  appellant  and  her  husband  and 
Harriet  Colgate  and  Floyd  J.  Harkness,  Jr.,  in- 
tended to  join  together  in  conducting  the  business 
of  United  Packing  Co.  as  bona  fide  partners  in 
1945  and  that  their  partnership  was  valid  for  tax 
puiT:)oses  for  that  year. 

18.  The  Tax  Court  erred  in  that  its  decision 
herein  is  contrary  to  the  applicable  decisions  of  the 
Supreme  Court  of  the  United  States.  (Commis- 
sioner of  Internal  Revenue  v.  Culbertson,  337  U.  S. 
733;  Commissioner  of  Internal  Revenue  v.  Tower, 
327  U.  S.  280.) 

19.  The  Tax  Court  erred  herein  in  that  its  de- 
cision is  contrary  to  the  applicable  decisions  of  the 
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Tax  Court  heretofore  made.    (Issac  Blumberg,  11 
T.  C.  663.) 

20.  The  Tax  Court  erred  in  finding,  contrary  to 
the  record,  a  deficiency  for  the  year  1943,  in  lieu 
of  a  finding  that  there  is  no  income  tax  due  from 
appellant  for  said  year. 

Appellant  designates  the  following  portions  of 
the  record  as  necessary  for  the  consideration  of  the 
foregoing  points: 

(a)  The  petition  of  Molly  A.  Harkness. 

(b)  Answer  of  Commissioner  of  Internal  Rev- 
enue. 

(c)  Stipulation  of  facts  and  Exhibits  1-A 
through  9-1,  attached. 

(d)  Official  report  of  proceedings  before  the 
Tax  Court. 

(e)  The  following  joint  exhibits  attached  to  the 
petition :   10- J,  11-K  and  12-L. 

(f )  Exhibits  13,  14,  15,  16,  17,  18,  and  M  and  N. 

(g)  Findings  of  fact  and  opinion  of  the  Tax 
Court. 

(h)  Respondent  Commissioner's  computation 
for  entry  of  decision. 

(i)     Decision. 

(j)     Petition  for  review. 

(k)     Proof  of  service  of  petition  for  review. 

(1)  Application  and  order  re  extension  of  time 
to  transmit  record.  (Please  omit  affidavit  in  sup- 
port of  application  and  points  and  authorities.) 

(m)    Praecipe  for  record. 
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(n)  Certificate  of  Clerk  of  Tax  Court  of  the 
United  States. 

(o)  This  statement  of  points  on  which  appellant 
intends  to  rely  and  designation  of  parts  of  the  rec- 
ord necessary  for  consideration  thereof. 

Dated  at  San  Francisco,  California,  July  24, 1950. 

/s/  PHILIP  S.  EHRLICH, 

/s/  ALBERT  A.  AXELROD, 

/s/  R.  J.  HECHT, 

Attorneys  for  Appellant 
Molly  A.  Harkness. 

[Endorsed] :    Filed  July  25,  1950. 


[Title  of  Tax  Court  and  Cause.] 

STIPULATION  FOR  CONSOLIDATION  ON 
PETITION  FOR  REVIEW 

It  Is  Hereby  Stipulated  by  and  between  the  par- 
ties, through  their  respective  counsel,  that  the 
above-entitled  cause  be  consolidated  with  the  case 
of  Floyd  J.  Harkness,  Petitioner,  vs.  Commissioner 
of  Internal  Revenue,  Respondent,  No.  12619,  and 
that  for  the  purposes  of  said  consolidated  petitions 
the  parties  will  rely  upon  the  record  in  the  above- 
entitled  cause. 

It  Is  Likewise  Stipulated  by  and  between  the 
parties,  through  their  respective  counsel,  that  the 
petitions  for  review  in  this  cause,  and  in  the  cause 
of  Floyd  J.  Harkness,  Petitioner,  vs.  Commissioner 
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of  Internal  Revenue,  Respondent,  No.  12619,  be 
consolidated  for  the  purposes  of  brief,  argument 
and  opinion. 

Dated :  August  11,  1950. 

/s/  THERON  L.  CAUDLE, 

Assistant  Attorney  General. 


Charles  Oliphant, 

Attorneys  for  Respondent. 

/s/  PHILIP  S.  EHRLICH, 

/s/  ALBERT  A.  AXELROD, 

/s/  R.  J.  HECHT, 

Attorneys  for  Petitioner. 

It  Is  Ordered:  That  the  above  causes  be  consoli- 
dated for  purposes  of  brief  and  argument. 

/s/  WILLIAM  DENMAN, 

Judge  of  the  United  States 
Court  of  Appeals. 

/s/  CLIFTON  MATHEWS, 

/s/  WILLIAM  HEALY, 

Judges,  U.  S.  Court  of 
Appeals  for  the  9th  Circuit. 

[Endorsed] :    Filed  August  17,  1950. 
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The  Tax  Court  of  the  United  States 

FLOYD  J.  HARKNESS, 

Petitioner, 
vs. 

COMMISSIONER  OF  INTERNAL  REVENUE, 

Respondent. 

PETITION 

The  above  named  petitioner  hereby  petitions  for  a 
re-determination  of  the  deficiency  set  forth  by  the 
Commissioner  of  Internal  Revenue  in  his  notice  of 
deficiency  (Office  of  Internal  Revenue  Agent  in 
Charge,  San  Francisco  Division,  IRA  :90-D-DMR) 
dated  August  21, 1947,  and  as  a  basis  of  his  proceed- 
ing, alleges  as  follows : 

1.  The  petitioner  is  an  individual  with  his  resi- 
dence at  3767  Huntington  Boulevard,  in  the  City  of 
Fresno,  State  of  California.  The  return  for  the 
period  here  involved  was  filed  with  the  Collector  for 
the  First  District  of  California. 

2.  The  notice  of  deficiency  (a  copy  of  which  is 
attached  hereto  and  marked  Exhibit  ^^A")  was 
mailed  to  the  Petitioner  on  August  21,  1947. 

3.  The  taxes  in  controversy  are  income  and  vic- 
tory taxes  for  the  calendar  year  1943,  in  the  amount 

of  $65,367.27. 

4.  The  determination  of  tax  set  forth  in  said  no- 
tice of  deficiency  is  based  upon  the  following  errors : 

(a)     The  refusal  of  the  respondent  to  recognize 
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that  the  petitioner  and  his  wife,  Molly  A.  Hark- 
ness,  and  their  children,  Floyd  James  Harkness,  Jr. 
and  Harriet  Harkness  Colgate,  were  copartners 
transacting  business  under  the  firm  name  and  style 
of  United  Packing  Co. ; 

(b)  The  determination  by  the  respondent  that 
the  said  Floyd  James  Harkness,  Jr.  and  Harriet 
Harkness  Colgate  contributed  no  capital  to  said  part- 
nership known  as  United  Packing  Co.,  originating 
with  themselves ; 

(c)  The  determination  by  the  respondent  that  the 
said  Floyd  James  Harkness,  Jr.  and  Harriet  Hark- 
ness Colgate  rendered  no  services  to  the  business  of 
the  partnership  known  as  United  Packing  Co. ; 

(d)  The  determination  by  the  respondent  that 
the  said  Floyd  James  Harkness,  Jr.  and  Harriet 
Harkness  Colgate  did  not  acquire  valid  partnership 
interests  in  the  said  United  Packing  Co. ; 

(e)  The  re-allocation  of  the  profits  of  the  said 
partnership  known  as  United  Packing  Co.  by  the 
respondent  to  the  petitioner  and  his  wife,  Molly 
A.  Harkness,  on  a  community  property  basis,  thus 
increasing  petitioner's  taxable  income  by  $71,- 
770.50. 

5.  The  facts  upon  which  petitioner  relies  as  a 
basis  of  this  proceeding  are  as  follows : 

(a)  On  December  31,  1942,  petitioner,  Molly  A. 
Harkness,  Floyd  James  Harkness,  Jr.  and  Harriet 
Harkness  Colgate  entered  into  written  Articles  of 
Copartnership,  under  and  by  virtue  of  the  terms  of 
which  they  agreed,  among  other  things,  to  become 
copartners  in  the  business  of  growing,  packing,  ship- 
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ping  and  distributing  fresh  fruits  and  vegetables  in 
the  State  of  California  under  the  firm  name  and  style 
of  United  Packing  Co.,  commencing  January  1, 1943, 
and  continuing  until  the  partners  should  dissolve  the 
partnership  or  imtil  the  partnership  should  be  dis- 
solved as  provided  in  said  partnership  agreement.  A 
copy  of  said  Articles  of  Copartnership  is  attached 
hereto  and  marked  Exhibit  '^B"  and  made  a  part 
hereof. 

(b)  Petitioner  and  Molly  A.  Harkness  are  hus- 
band and  wife,  and  Floyd  James  Harkness,  Jr.  and 
Harriet  Harkness  Colgate  are  their  children. 

(c)  The  partnership  capital  consisted  of  cash 
and  real  and  personal  property  having  a  value  of 
$138,241.61,  which  capital  was  contributed  by  the 
partners  in  equal  amounts.  The  interests  of  the  hus- 
band and  wife  were  community  property  and  it  re- 
tained that  character.  There  has  been  no  attempt  on 
the  part  of  the  husband  and  wife  to  convert  the 
vdfe's  or  the  husband's  interests  into  separate  prop- 
erty. The  children  borrowed  the  funds  for  their 
capital  contributions  from  their  father  and  gave  him 
their  respective  promissory  notes  for  such  borrowed 
funds,  which  notes  have  been  paid  by  the  children 
in  full  with  interest. 

(d)  The  present  partnership  was  the  successor 
to  several  previous  partnerships,  the  first  of  which 
was  started  in  1923,  under  the  same  name,  to-wit. 
United  Packing  Co.  The  succeeding  partnerships 
have  engaged  in  similar  businesses  uninterrupted 
since  the  organization  of  the  first  partnership.  The 
petitioner  was  a  partner  in  each  of  the  respective 
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partnerships,  and  in  which  partnerships  persons 
other  than  members  of  the  petitioner's  family  were 
members. 

(e)  At  the  time  the  said  partnership  agreement, 
(Exhibit  ^^B"  attached  hereto)  was  entered  into, 
Harriet  Harkness  Colgate  was  married  to  William 
H.  Colgate,  Jr.  He  and  Floyd  James  Harkness,  Jr. 
were  both  in  the  armed  forces  of  the  United  States. 
Floyd  James  Harkness,  Jr.  entered  the  United 
States  armed  forces  on  January  12,  1942,  and  was 
discharged  therefrom  on  January  6,  1946.  William 
H.  Colgate,  Jr.  entered  the  United  States  armed 
forces  in  1941,  and  was  discharged  therefrom  in 
September,  1944. 

Under  the  terms  of  the  partnership  agreement  and 
subsequent  agreement  between  the  parties,  it  was 
contemplated  and  agreed  that  Floyd  James  Hark- 
ness, Jr.  and  William  H.  Colgate,  Jr.,  the  husband 
of  Harriet  Harkness  Colgate,  would  actively  engage 
in  the  business  of  the  partnership  as  soon  as  they 
were  able  to  do  so.  Both  of  them  had  been  trained 
for  this  purpose.  William  H.  Colgate,  Jr.  was  to 
represent  his  wife  in  the  partnership,  the  wife's  in- 
terest in  the  partnership  as  well  as  the  profits  arising 
from  the  interest  being  community  property  under 
the  community  property  laws  of  the  State  of  Cali- 
fornia, and  accordingly  the  said  William  H.  Colgate, 
Jr.  had  a  vested  interest  in  both  the  profits  and  cap- 
ital of  the  partnership. 

At  the  time  the  Articles  of  Copartnership  were 
entered  into,  it  was  agreed  and  realized  that  a  major 
portion  of  the  work  of  the  partnership  would  have  to 
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be  performed  by  the  petitioner  herein,  until  Floyd 
James  Harkness,  Jr.,  and  William  H.  Colgate,  Jr., 
were  discharged  from  the  armed  forces  and  were 
able  to  actively  take  an  interest  in  the  partnership, 
and  by  reason  of  such  fact  there  was  a  provision  in- 
serted in  the  Articles  of  Copartnership  (Exhibit 
^'B'^  attached  hereto)  to  the  effect  that  petitioner 
was  to  be  the  general  manager  of  the  partnership 
and  was  to  devote  such  portion  of  his  time  towards 
the  business  of  the  partnership  as  he  should 
deem  necessary  and  proper  for  the  business  of  the 
partnership;  that  he  was  to  receive  for  his  serv- 
ices a  certain  percentage  of  the  net  profits  of  the 
business  to  be  agreed  upon  between  the  partners 
from  time  to  time,  and  that  the  remaining  income  of 
the  partnership  should  be  divided  equally  between 
all  the  partners;  that  on  January  4,  1943,  a  sup- 
plemental agreement  was  entered  into  between  the 
partners,  fixing  this  compensation  as  75%  of  the  net 
income  from  the  said  partnership.  United  Packing 
Co.,  up  to  the  amount  of  $100,000  which  agreement 
stated  that  this  compensation  was  being  paid  to  him 
by  reason  of  the  fact  that  due  to  war  conditions  he 
was  the  only  active  copartner  in  the  business  of  the 
partnership  at  that  particular  time.  A  copy  of  said 
agreement  is  attached  hereto  marked  Exhibit  ''C" 
and  made  a  part  hereof. 

(f)  One  of  the  principal  assets  of  the  partner- 
ship was  an  undivided  interest  in  a  300-acre  vineyard 
and  orchard  which  was  acquired  on  February  8, 
1943.  The  title  to  said  vineyard  and  orchard  was 
vested  as  follows : 
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1/8  undivided  interest  in  Floyd  J.  Harkness,  Sr., 
taxpayer ; 

1/8  undivided  interest  in  Molly  A.  Harkness,  pe- 
titioner's wife; 

1/8  undivided  interest  in  Floyd  James  Harkness, 
Jr.  and  his  wife ; 

1/8  undivided  interest  in  Harriet  Harkness  Col- 
gate and  William  H.  Colgate,  Jr.,  her  husband. 

The  other  1/2  interest  in  said  property  was  owned 
by  Chris  A.  Sorensen  (a  former  partner  of  United 
Packing  Co.)  and  his  wife. 

One-half  of  the  profits  from  the  operation  of  the 
vineyard  and  orchard  inured  to  the  benefit  of  the 
partnership  and  w^as  reported  as  such  in  the  partner- 
ship income  tax  return.  This  one-half  of  the  profits 
for  the  year  1943  amounted  to  the  sum  of  $60,309.92, 
all  of  which  profits  were  re-allocated  by  the  respond- 
ent to  petitioner  and  his  wife,  Molly  A.  Harkness, 
instead  of  having  been  apportioned  among  the 
owners  of  said  property  on  a  partnership  basis  as 
reported  in  the  income  tax  returns  of  the  partner- 
ship and  the  respective  income  tax  returns  of  the 
partners. 

(g)  In  September,  1944,  said  William  H.  Col- 
gate, Jr.  received  a  medical  discharge  from  the 
United  States  Army,  and  he  thereafter  immediately 
entered  the  services  of  the  United  Packing  Co.,  and 
has  devoted  his  entire  time  and  attention  since  said 
date  to  the  business  and  interests  of  the  said  United 
Packing  Co. 

(h)  On  January  6,  1946,  Floyd  James  Harkness, 
Jr.  was  discharged  from  the  United  States  Army, 
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and  he  thereafter  immediately  entered  the  services 
of  the  United  Packing  Co.,  and  has  devoted  his  en- 
tire time  and  attention  since  said  date  to  the  business 
and  interests  of  the  said  United  Packing  Co. 

Wherefore,  petitioner  prays  that  this  Court  may 
hear  this  proceeding  and  determine  that  the  respond- 
ent erred  in  re-allocating  the  income  of  the  partner- 
ship known  as  United  Packing  Co.,  and  in  such 
re-allocation,  re-allocating  to  the  petitioner  and  the 
petitioner's  wife,  Molly  A.  Harkness,  on  a  com- 
munity property  basis  the  entire  income  from  said 
partnership,  thus  increasing  the  taxable  income  of 
the  petitioner  by  the  sum  of  $71,770.50,  and  that 
this  Court  should  determine  that  the  correct  amount 
of  the  petitioner's  income  tax  and  victory  tax  lia- 
bility for  the  said  year  be  re-computed  in  accord- 
ance with  Rule  50. 

/s/  PHILIP  S.  EHRLICH, 

/s/  ALBERT  A.  AXELROD, 

/s/  LeROY  H.  GUNTHER, 

Counsel  for  Petitioner. 

State  of  California, 
County  of  Fresno — ss. 

Floyd  J.  Harkness,  being  first  duly  sworn,  deposes 
and  says: 

That  he  is  the  petitioner  above  named;  that  he 
has  read  the  foregoing  Petition  and  is  familiar  with 
the  statements  contained  therein,  and  that  the  state- 
ments contained  therein  are  true  except  those  stated 
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to  be  upon  information  and  belief,  and  that  those  he 
believes  to  be  true. 

/s/  FLOYD  J.  HARKNESS. 

Subscribed  and  sworn  to  before  me  this  29th  day 
of  October,  1947. 

[Seal]         /s/  HARRY  R.  BRADLEY, 
Notary  Public  in  and  for  the  County  of  Fresno, 
State  of  California. 


[Exhibit  A  attached  to  Petition  is  identical  to 
Exhibit  A  attached  to  the  Petition  in  Transcript 
No.  12681  and  is  set  out  in  full  at  pages  9  to  14.] 

[Exhibit  B  attached  to  the  Petition  is  identical  to 
Exhibit  B  attached  to  the  Petition  in  Transcript 
No.  12681  an  dis  set  out  in  full  at  pages  14  to  26.] 

[Exhibit  C  attached  to  the  Petition  is  identical  to 
Exhibit  C  attached  to  the  Petition  in  Transcript 
No.  12681  and  is  set  out  in  full  at  pages  26  to  28.] 

Filed  T.C.U.S.  Nove^mber  10,  1947. 
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[Title  of  Tax  Court  and  Cause.] 

ANSWER 

Comes  now  the  Commissioner  of  Internal  Rev- 
enue, respondent  above  named,  by  his  attorney, 
Charles  Oliphant,  Chief  Counsel,  Bureau  of  Inter- 
nal Revenue,  and  for  answer  to  the  petition  filed  by 
the  above-named  petitioner  admits  and  denies  as 
follows : 

1,  2  and  3.  Admits  the  allegations  contained  in 
paragraphs  1,  2  and  3  of  the  petition. 

4  and  4(a)  to  (e),  inclusive.  Denies  that  the 
Commissioner  erred  in  the  determination  of  the 
deficiency  as  alleged  in  paragraph  4  of  the  petition 
and  subparagraphs  (a)  to  (e),  inclusive,  there- 
under. 

5(a).  Denies  the  allegations  contained  in  sub- 
paragraph (a)  of  paragraph  5  of  the  petition. 

(b).  Admits  the  allegations  contained  in  sub- 
paragraph (b)  of  paragraph  5  of  the  petition. 

(c)  and  (d).  Denies  the  allegations  contained  in 
subparagraphs  (c)  and  (d)  of  paragraph  5  of  the 
petition. 

5(e).  For  lack  of  knowledge  or  information  suf- 
ficient to  form  a  belief,  denies  the  allegations  con- 
tained in  subparagraph  (e)  of  paragraph  5  of  the 
petition. 

(f),  (g)  and  (h).  For  lack  of  knowledge  or  in- 
formation sufficient  to  form  a  belief,  denies  the  alle- 
gations contained  in  subparagraphs  (f),  (g)  and 
(h)  of  paragraph  5  of  the  petition. 
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6.  Denies  generally  and  specifically  each  and 
every  allegation  in  the  petition  not  hereinbefore 
admitted,  qualified  or  denied. 

Wherefore,  it  is  prayed  that  the  Commissioner's 
determination  be  approved  and  the  petitioner's  ap- 
peal denied. 

/s/  CHAKLES  OLIPHANT, 

Chief  Counsel,  Bureau  of 
Internal  Revenue. 
Of  Coimsel : 

B.  H.  NEBLETT, 
Division  Counsel; 

T.  M.  MATHER, 

Special  Attorney,  Bureau 
Of  Internal  Revenue. 

Received  and  Filed,  T.  C.  U.  S.,  December  16, 
1947. 


[Title  of  Tax  Court  and  Cause.] 
COMPUTATION  FOR  ENTRY  OF  DECISION 

Comes  now  the  Commissioner  of  Internal  Rev- 
enue, respondent  above  named,  by  his  attorney, 
Charles  Oliphant,  Chief  Counsel,  Bureau  of  Internal 
Revenue,  and  submits  the  attached  computation 
of  the  deficiency  under  the  opinion  of  The  Tax 
Court  of  the  United  States  promulgated  December 
22,  1949,  in  the  above-entitled  appeal. 

The  respondent's  computation  is  submitted  in  ac- 
cordance with  Rule  50  of  the  Tax  Court's  Rules  of 
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Practice  and  is  without  prejudice  to  his  right  to  con- 
test the  correctness  of  the  decision  pursuant  to  the 
statute  in  such  cases  made  and  provided. 

/s/  CHARLES  OLIPHANT, 

Chief  Counsel,  Bureau  of 
Internal  Revenue. 
Of  Counsel: 

B.  H.  NEBLETT, 
Division  Counsel ; 

T.  M.  MATHER, 

Special  Attorney, 
Bureau  of  Internal  Revenue. 

C:TS:PD 

SF  :TMM  :BSP  iRecomputation 

Audit  Statement 

In  re :  Floyd  J.  Harkness 

3767  Huntington  Boulevard 
Fresno,  California 

Docket  No.  16408 

Deficiency  letter,  dated  August  21,  1947 

Income  and  Victory  Tax 
Year  Deficiency 

1943  $65,252.27 

Recomputation  of  tax  liability  prepared  in  accord- 
ance with  the  memorandum  opinion  of  The  Tax 
Court  of  the  United  States  promulgated  December 
22,  1949. 
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Floyd  J.  Harkness  Recomputation  Statement 

Year:  1943 

Schedule  1 

Adjustments  to  Net  Income 

Income  Tax  Victory  Tax 
Net  Income     Net  Income 

Net  income  as  shown  in  deficiency  notice 

dated  August  21,  1947 $180,137.54     $186,520.93 

Net  income,  adjusted 180,012.54       186,395.93 

Adjustment $        125.00    $        125.00 

Nontaxable  income : 

Business  income $        125.00     $       125.00 

Schedule  2 

Explanation  of  Adjustment 

The  net  profit  of  United  Packing  Company  for  the  year  1943  is 
determined  to  be  $361,582.00  as  shown  in  the  stipulation  of  facts 
instead  of  $361,832.00  as  shown  in  the  deficiency  notice.  Adjust- 
ment of  this  discrepancy  results  in  a  net  decrease  in  profits  of 
$250.00,  of  which  petitioner's  community-half  is  $125.00. 

Schedule  3 

Computation  of  Tax 

Income  tax  net  income,  Schedule  1 $180,012.54 

Less:  Personal  exemption $        100.00 

Credit  for  dependent 350.00  450.00 

Surtax  net  income $179,562.54 

Less:  Earned  income  credit 1,400.00 

Balance  subject  to  normal  tax $178,162.54 

Normal  tax  at  6%  on  $178,162.54 $  10,689.75 

Surtax  on  $179,562.54 122,585.66 

Total  income  tax $133,275.41 
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Schedule  3 — (Continued) 

Total  income  tax  (brought  forward) $133,275.41 

Victory  tax  net  income $186,395.93 

Less:  Specific  exemption 624.00 


Income  subject  to  victory  tax $185,771.93 

Victory  tax  at  5%  $     9,288.60 

Less:  Victory  tax  credit 600.00 


Net  victory  tax 8,688.60 


Income  and  victory  tax $141,964.01 

Income  tax  for  1942  as  shown  in  deficiency 

notice,  unchanged $  36,936.99 

Income  and  victory  tax  liability  (greater  amount) $141,964.01 

Forgiveness  feature : 

Income  tax,  1942 $  36,936.99 

Less:  Amount  forgiven  (%)  27,702.74 


Amount  unforgiven 9,234.25 


Total  income  and  victory  tax $151,198.26 

Income  and  victory  tax  shown  on  return 

Original,  Account  No.  359237,  First 

California  District 85,945.99 


Deficiency   $  65,252.27 

Filed  T.C.U.S.  January  17, 1950. 
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The  Tax  Court  of  the  United  States 
Washington 

Docket  No.  16408 

FLOYD  J.  HARKNESS, 

Petitioner. 

vs. 

COMMISSIONER  OF  INTERNAL  REVENUE, 

Respondent. 

DECISION 

Pursuant  to  the  determination  of  the  Court  as 
set  forth  in  its  Findings  of  Fact  and  Opinion  pro- 
mulgated December  22,  1949,  the  respondent  herein 
filed  a  recomputation  of  tax  on  January  17,  1950. 
At  the  hearing  on  respondent's  recomputation  of 
tax  held  February  15,  1950,  the  petitioner  did  not 
appear.  No  objection  has  been  filed  to  respondent's 
recomputation.  It  appearing  that  such  recomputa- 
tion is  correct,  it  is,  therefore,  in  accordance  there- 
with. 

Ordered  and  Decided :  That  there  is  a  deficiency 
in  income  and  victory  tax  for  the  year  1943  in  the 
amount  of  $65,252.27. 

Entered  Feb.  15,  1950. 

[Seal]:         /s/  SAMUEL  B.  HILL, 

Judge. 

Served  Feb.  16,  1950. 
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[Title  of  Tax  Court  and  Cause.] 

PETITION  OF  FLOYD  J.  HARKNESS  FOR 
REVIEW  BY  THE  UNITED  STATES 
COURT  OF  APPEALS  FOR  THE  NINTH 
CIRCUIT  OF  A  DECISION  BY  THE  TAX 
COURT  OF  THE  UNITED  STATES 

The  taxpayer,  Floyd  J.  Harkness,  petitioner  in 
this  cause,  by  Philip  S.  Ehrlich,  R.  J.  Hecht  and 
Albert  A.  Axelrod,  counsel  for  petitioner,  hereby 
files  his  petition  for  review  by  the  United  States 
Court  of  Appeals  for  the  Ninth  Circuit  of  the  de- 
cision by  the  Tax  Court  of  the  United  States  pro- 
mulgated December  22,  1949,  13  T.  C.  No.  129, 
determining  deficiencies  in  income  and  victory  taxes 
of  the  petitioner  for  the  calendar  year  1943,  which 
deficiencies  against  the  petitioner  Floyd  J.  Hark- 
ness, was  in  the  sum  of  $65,252.27,  which  deficiencies 
were  determined  by  the  Tax  Court  on  February  15, 
1950;  and  said  petitioner  respectfully  shows: 

I. 

The  petitioner  resides,  and  at  all  the  times  men- 
tioned in  said  petition  resided,  in  the  City  of 
Fresno,  County  of  Fresno,  State  of  California.  He 
filed  his  separate  income  tax  return  for  the  calen- 
dar year  1943  with  the  Collector  of  Internal  Reve- 
nue for  the  1st  District  of  California  at  San  Fran- 
cisco, California. 

II. 

Nature  of  the  Controversy 
The  controversy  involves  the  proper  determina- 
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tion  of  the  petitioner's  liability  for  Federal  Income 
and  Victory  Taxes  for  the  calendar  year  1943.  The 
determination  of  the  deficiency  against  the  petitioner 
arose  by  reason  of  the  inclusion  by  the  respondent 
in  the  petitioner's  taxable  income  for  the  taxable 
year  1943,  on  a  community  property  basis,  of  all 
the  income  from  the  operation  of  a  partnership 
composed  of  the  petitioner,  Floyd  J.  Harkness,  his 
wife,  Molly  A.  Harkness,  the  petitioner's  son,  Floyd 
J.  Harkness,  Jr.,  and  the  petitioner's  daughter, 
Harriet  Harkness  Colgate.  This  partnership  does 
business  under  the  firm  name  and  style  of  United 
Packing  Co.  During  the  taxable  year  in  question, 
each  of  the  persons  above  named  owned  a  25%  in- 
terest in  the  partnership. 

In  connection  with  the  controversy  the  Tax  Court 
found,  in  part,  as  follows: 

''Petitioners,  Floyd  J.  Harkness  and  Molly  A. 
Harkness,  are  individuals  residing  in  Fresno,  Cali- 
fornia. They  filed  their  separate  income  tax  returns 
for  1943  with  the  Collector  of  Internal  Revenue  for 
the  First  District  of  California.  Petitioners  were 
married  July  14,  1915,  and  have  made  their  home 
in  California  ever  since.  They  have  two  children, 
Floyd  J.  Harkness,  Jr.,  and  Harriet  Harkness  Col- 
gate, born  in  1918  and  1920,  respectively. 

Harkness,  Sr.  has  been  a  grower  and  shipper 
of  fruits  and  vegetables  since  1918.  Prior  to  1937 
he  engaged  in  this  occupation  first  as  an  employee 
of  various  concerns  and  then  as  a  member  of  two 
successive  partnerships  operating  under  the  name 
of  United  Packing  Co.    In  January  1937,  petitioner 
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bought  out  his  partner  and  commenced  operating 
the  business  as  a  sole  proprietorship  under  the  same 
name.  Molly  Harkness,  as  his  wife,  owned  the 
assets  of  the  business  in  community  with  him.  The 
company  specialized  in  packing  and  shipping  canta- 
loupes, carrots,  peaches,  plums,  nectarines  and 
grapes.  Some  commodities  were  raised  by  the  com- 
pany itself  while  others  were  bought  from  farmers 
on  a  cash  basis.  Still  other  produce  was  packed 
and  shipped  by  the  company  on  a  commission  basis. 
For  the  purposes  of  its  business.  United  Packing 
Co.  operated  ranches  and  packing  houses,  and  manu- 
factured and  stocked  packing  materials.  Its  main 
office  was  located  in  Fresno,  but  its  operations  cov- 
ered a  large  area  in  the  San  Joaquin  Valley  ex- 
tending northward  138  miles  to  Lodi  and  southward 
127  miles  to  Arvin.  At  the  close  of  1942  the  gross 
proceeds  and  net  income  earned  by  United  Packing 
Co.  amounted  to  $1,468,119.64  and  $141,790.95,  re- 
spectively. 

During  the  years  up  to  1942  petitioners'  two  chil- 
dren were  occupied  primarily  in  obtaining  an  edu- 
cation, though  each  performed  some  service  in  their 
father's  business.  Harkness,  Jr.  attended  schools 
until  June,  1941  when  he  graduated  from  college 
with  a  major  in  commerce.  From  1934  until  1941  he 
worked  in  his  father's  business  during  summer  va- 
cations and  in  1937  he  quit  school  for  six  months 
to  help  his  father  launch  the  sole  proprietorship. 
From  June,  1941  until  January,  1942  he  devoted 
his  full  time  as  an  employee  of  United  Packing 
Co.  working  as  a  ^regular  field  man'  at  a  salary  of 
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$150  per  month  plus  a  five  per  cent  bonus  of  ap- 
proximately $910.  During  this  six-months'  period 
he  also  earned  four  to  five  thousand  dollars  in  inde- 
pendent deals  in  the  fruit  and  vegetable  business. 
On  January  12,  1942,  he  entered  the  United  States 
Air  Corps  as  a  private.  At  the  close  of  1942  peti- 
tioners' son  still  had  a  credit  on  the  books  of  the 
sole  proprietorship  of  $1,412.05  for  prior  services 
performed.  He  owned  no  substantial  property  out- 
side of  these  earnings  at  that  time. 

Harriet  Harkness  finished  her  schooling  in  June, 
1942  when  she  graduated  from  college.  During 
summer  vacations  she  had  occasionally  performed 
secretarial  services  in  her  father's  business.  Harriet 
worked  full  time  as  a  secretary  at  United  Packing 
Co.  from  June  until  August,  1942  at  which  time 
she  married  William  H.  Colgate,  Jr.,  who  was  then 
serving  in  the  United  States  Army.  Following 
her  marriage  she  spent  her  time  housekeeping  for 
her  husband  at  various  military  posts  in  the  United 
States  until  October,  1944.  She  owned  no  significant 
amount  of  property  at  the  time  of  her  marriage. 

Harriet's  husband,  William  Colgate,  had  resided 
in  Fresno  County,  California,  all  his  youth  and  had 
been  an  acquaintance  of  the  Harkness  family  for 
a  number  of  years  prior  to  his  marriage  in  1942. 
He  attended  college,  majoring  in  commerce,  and 
during  summer  vacations  was  employed  by  Peerless 
Pump  Company,  the  largest  supplier  of  irrigation 
pumps  in  the  San  Joaquin  Valley.  Colgate  later 
quit  school  and  worked  full  time  for  this  company 
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for  nine  months  before  enlisting  in  the  United 
States  Army  in  March,  1941.  This  was  in  keeping 
with  his  desire  to  devote  his  career  to  agricultural 
pursuits  in  the  Valley.  As  an  assistant  foreman 
aiding  in  the  installation  of  extensive  irrigation 
systems,  Colgate  acquired  considerable  knowledge 
of  tho  mechanics  of  irrigation.  After  his  marriage 
to  Harriet,  they  were  stationed  at  Columbus,  Ohio, 
during  the  latter  part  of  1942  and  throughout  1943. 
In  the  fall  of  1942  Harkness,  Sr.  became  con- 
vinced that  it  would  be  advantageous  to  convert 
the  operation  of  his  fruit  packing  and  shipping 
business  from  a  sole  proprietorship  to  a  partnership 
composed  of  his  wife,  himself  and  his  two  children 
in  the  coming  year.  Many  reasons  dictated  that 
decision.  Primarily  he  desired  to  obtain  the  services 
of  his  son  and  son-in-law  in  the  business.  He  felt 
that  as  a  result  of  their  college  education  and  the 
practical  experience  they  had  gained  pursuing  agri- 
cultural employment  in  the  Valley  that  they  would 
make  skilled,  competent  supervisors  capable  of  over- 
seeing the  widespread  operations  of  the  company. 
Secondly,  from  his  experience  in  the  fruit  and  vege- 
table packing  industry,  Harkness  believed  that  it 
was  essential  to  increase  the  capital  investment  in 
the  company  by  allowing  annual  profits  to  remain 
in  the  business.  This  was  necessary  not  only  to 
permit  payment  of  extensive  operating  expenses,  to 
allow  for  expansion  of  company  facilities  and  equip- 
ment and  to  develop  new  business,  but  also  to  meet 
the  exigencies  of  bad  crop  years  when  the   com- 
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pany's  income  declined  drastically.  Furthermore, 
in  1942  fruit  packers  were  anticipating  a  decline 
in  profits  due  to  labor  shortages,  low  transporta- 
tion priorities  for  their  produce,  and  the  probability 
that  prices  would  tumble  as  in  World  War  I.  These 
circumstances  only  increased  the  need  for  increasing 
the  capital  reserve  of  United  Packing  Co.  Yet  it 
had  been  Harkness'  experience  in  past  years  that 
to  hold  qualified  supervisory  personnel  it  was  neces- 
sary to  pay  them  large  bonuses  or  percentages  of 
profits  which  they  invariably  withdrew  from  the 
business  and  often  used  to  set  themselves  up  in 
competition  with  him,  thus  draining  the  company's 
capital.  He  felt  the  only  way  to  retain  profits  in  the 
company  was  to  bring  into  the  business  persons  who 
felt  as  he  did.  Through  long  discussions  with  Hark- 
ness,  Jr.  and  William  Colgate,  petitioner  knew  that 
they  agreed  with  him  that  only  a  reasonable  amount 
of  the  profits  should  be  withdrawn  from  United 
Packing  Co.  and  the  rest  of  the  net  income  should 
be  allowed  to  accumulate  in  the  business. 

While  Harkness,  Sr.  was  well  aware  that  neither 
Floyd,  Jr.,  nor  William  Colgate  would  be  available 
to  serve  United  Packing  Co.  for  the  duration  of 
the  war  and  he  would  be  the  only  active  partner 
in  the  meantime,  yet  he  desired  them  to  acquire  an 
interest  in  the  company  at  this  time  to  guarantee 
their  future  help  in  running  the  business  after  their 
release  from  the  Army. 

Furthermore,  formation  of  the  partnership  ac- 
corded with  the  wish  of  Harkness,  Sr.  to  give  his 
children  an  opportunity  to  make  good.    Even  when 
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Floyd,  Jr.  was  a  boy  he  and  his  father  planned  for 
the  day  when  the  former  would  be  a  full-fledged 
partner.  After  graduation  from  college  in  1941 
Harkness,  Jr.  had  pressed  his  father  to  give  him 
the  status  of  a  partner  in  the  business,  and  while 
Harkness,  Sr.  had  too  many  financial  commitments 
to  do  so  in  that  year,  yet  he  promised  his  son  he 
would  make  provision  for  him  to  purchase  an  inter- 
est in  the  business.  Now^  petitioner  desired  to  ful- 
fill that  promise.  It  was  long  understood  that  if 
one  child  was  given  an  opportunity  to  participate 
in  the  business,  the  other  would  be  given  an  equal 
opportunity.  Offering  Harriet  an  opportunity  to 
become  a  partner  in  his  business  not  only  fulfilled 
this  pledge,  but  was  a  long  step  toward  securing  the 
eventual  services  of  her  husband  which  petitioner  so 
greatly  desired. 

While  Harkness,  Sr.  consulted  a  lawyer  concern- 
ing the  feasibility  of  converting  his  business  into  a 
partnership  and  was  thus  aware  of  the  tax  saving 
possibilities  inherent  therein,  yet  this  fact  was  only 
a  secondary  consideration  with  him,  and  he  would 
have  entered  into  this  arrangement  regardless 
thereof. 

During  the  fall  of  1942  Harkness,  Sr.  held  lengthy 
conversations  with  his  son,  who  was  stationed  at  a 
nearby  airfield,  regarding  the  proposed  partnership. 
Harkness,  Jr.  eagerly  accepted  the  chance  to  buy 
an  interest  in  United  Packing  Co.  for  this  had 
been  his  great  desire  for  many  years  and  assured 
him  of  full  participation  in  the  business  on  his  re- 
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turn  from  the  service.  Petitioners  and  young  Hark- 
ness  then  definitely  planned  to  convert  the  business 
into  a  partnership  starting  in  1943. 

Over  the  same  period  of  time  Harkness,  Sr.  also 
corresponded  with  his  daughter  and  offered  her 
either  the  opportunity  to  invest  in  United  Packing 
Co.  or  some  other  enterprise.  Furthermore,  it  was 
understood  that  if  she  decided  to  come  into  her 
father  ^s  business,  her  husband,  William  Colgate, 
would  be  allowed  to  participate  in  the  partnership 
following  his  release  from  the  Army.  Harriet  and 
William  Colgate  debated  at  length  whether  it  was 
advisable  for  her  to  buy  an  interest  in  her  father's 
business  or  invest  elsewhere.  Finally  Harriet  exer- 
cised her  option  to  procure  an  interest  in  United 
Packing  Co.  after  her  husband  determined  he 
wanted  to  be  associated  with  United  Packing  Co. 
upon  his  return  from  the  service. 

Thus  by  November,  1942  petitioners  and  both 
their  children  generally  agreed  to  the  formation  of  a 
partnership  for  the  operation  of  United  Packin'g  Co. 
in  the  coming  year,  though  the  details  of  the  part- 
nership relationship  had  not  been  worked  out.  A 
^'Certificate  of  Co-Partnership  Transacting  Busi- 
ness under  Fictitious  Name"  was  executed  on  No- 
vember 12,  1942,  which  petitioners  and  yoimg  Hark- 
ness signed  on  that  date  and  Harriet  signed  on 
November  28.  It  stated  that  the  four  were  co- 
partners carrying  on  business  under  the  name  of 
United  Packing  Co.  and  that  Harkness,  Sr.,  was 
the  general  manager  in  full  charge  of  all  business 
operations.     This   certificate   was   published    in    a 
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local  paper  and  later  filed  with  the  County  Re- 
corder of  Fresno  County. 

On  December  31, 1942,  ^^ Articles  of  Partnership,'' 
providing  the  detailed  terms  of  the  proposed  part- 
nership, were  drafted  and  met  the  approval  of  all 
but  Harriet  Colgate,  who  refused  to  sign  until 
provisions  as  to  control  of  the  business  and  as  to 
purchase  of  a  deceased  partner's  share  were  modi- 
fied. 

On  January  1,  1943,  petitioners  transferred  to 
United  Packing  Co.,  a  partnership,  most  of  the 
assets  and  some  of  the  liabilities  of  United  Packing 
Co.,  sole  proprietorship,  existing  on  December  31, 
1942,  resulting  in  a  net  worth  of  $138,241.61  for  the 
partnership  on  that  date.  Harkness,  Jr.  and  Har- 
riet Colgate  each  bought  a  one-fourth  interest  in 
the  partnership  for  $34,560.41,  equivalent  to  one- 
fourth  of  its  net  worth.  To  pay  Harkness,  Sr.  for 
his  share  in  the  partnership  the  son  used  $1,392.05 
of  the  credit  he  had  earned  as  compensation  for 
prior  services  rendered  the  sole  proprietorship  and 
on  January  2, 1943,  signed  a  promissory  note  for  the 
remaining  $33,168.35  with  interest  at  four  per  cent 
per  annum.  Harriet  Colgate  purchased  her  part- 
nership interest  from  her  father  with  a  promissory 
note  dated  January  2,  1943,  for  $34,560.40  plus  four 
per  cent  interest  per  annum.  William  Colgate 
joined  her  on  the  note  as  co-maker.  No  collateral 
was  required  on  either  note. 

These  transactions  were  reflected  on  the  books 
of  United  Packing  Co.,  co-partnership,  as  of  Jan- 
uary 1,  1943.    It  showed  assets  of  $142,861.03  and 
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liabilities  of  $4,619.92  and  a  net  worth  of  $138,241.61. 
Capital  of  the  partnership  was  stated  to  be  $138,- 
241.61  resulting  from  contributions  of  $34,560.41 
each  from  the  three  Harknesses  and  Harriet  Col- 
gate. 

On  January  4,  1943,  pending  acceptance  by  Har- 
riet Colgate  of  the  articles  of  partnership  drafted 
on  December  31,  1942,  Harkness,  Sr.,  Molly  Hark- 
ness,  Harkness,  Jr.  and  Harriet  Colgate  signed  a 
supplemental  agreement  fixing  compensation  and 
distribution  of  partnership  profits  among  the  part- 
ners. The  salary  of  Harkness,  Sr.,  as  general  man- 
ager of  the  partnership,  was  fixed  at  75  per  cent  of 
the  first  $100,000  of  the  partnership  net  income. 
There  was  no  provision  for  salaries  for  the  other 
partners.  The  remainder  of  the  first  $100,000  of 
partnership  net  income  was  to  be  divided  equally 
among  the  partners,  as  were  any  profits  over  that 

amount. 

*  -jt     4f 

During  January,  1943,  Harkness,  Sr.  discussed 
with  the  Colgates  the  modifications  sought  by  Har- 
riet Colgate  in  the  partnership  agreement  drafted 
on  December  31,  1942.  Harriet  withdrew  her  ob- 
jections when  the  original  draft  was  altered  to  meet 
her  demands.  The  reformed  partnership  agreement 
was  signed  by  the  three  Harknesses  on  February  27, 
1943,  and  by  Harriet  Colgate  on  March  10,  1943. 

♦  *     * 

In  February,  1943,  an  undivided  one-half  interest 
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in  a  300-acre  vineyard  and  orchard  was  acquired 
by  Harkness,  Sr.,  Molly  Harkness,  Harkness,  Jr. 
and  Harriet  Colgate  as  tenants  in  common.  The 
other  half  interest  in  the  ranch  was  acquired  by 
Chris  Sorenson  and  his  wife.  Sorenson  was  a  su- 
pervisory employee  of  United  Packing  Co.  All 
funds  for  purchase  of  the  vineyard  were  supplied 
by  United  Packing  Co.  and  the  amount  loaned  to 
Sorenson  was  repaid  to  the  company  by  him.  The 
50  per  cent  interest  acquired  by  the  Harknesses  and 
Harriet  Colgate  was  included  as  an  asset  of  United 
Packing  Co.  and  subsequent  income  therefrom  was 
included  in  its  net  income.  Previously  on  January 
16,  1943,  by  a  bill  of  sale  the  personal  property 
on  the  River  Ranch  had  been  conveyed  to  Chris  A. 
Sorenson  and  Katharine  Sorenson,  his  wife,  and 
*' Floyd  J.  Harkness,  Molly  A.  Harkness,  Harriet 
Harkness  Colgate  and  Floyd  J.  Harkness,  Jr.,  co- 
partners, doing  business  under  the  firm  name  and 
style  of  United  Packing  Co.,  a  co-partnership.'' 
Prior  to  these  purchases,  all  the  partners  were  con- 
sulted with  respect  to  them,  and  Harkness,  Jr.,  who 
was  familiar  with  the  land,  approved  the  transac- 
tions. 

During  the  year  1943  there  was  no  change  in  the 
operation  of  United  Packing  Co.  over  prior  years. 
The  business  was  still  completely  under  the  control 
of  Harkness,  Sr.  Harriet  and  William  Colgate 
were  absent  from  Fresno  until  his  discharge  from 
the  armed  services  in  October  1944,  so  consequently 
she  performed  no  services  for  United  Packing  Co. 
during  the  year  1943  nor  did  she  participate  in  the 
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management  of  its  affairs.  Throughout  the  year 
1943  until  December,  Harkness,  Jr.  was  stationed 
at  Hamilton  Field,  California,  approximately  six 
hours  traveling  time  from  Fresno,  and  frequently 
visited  the  company's  office  and  packing  plants  on 
weekends.  While  he  was  unable  to  participate 
in  the  business  activities,  yet  he  discussed  its  prob- 
lems with  his  father  on  these  occasions.  In  Decem- 
ber, 1943  Harkness,  Jr.  went  overseas  with  the  Air 
Corps  and  did  not  return  to  Fresno  until  January, 
1946. 

In  1943  United  Packing  Co.  earned  gross  pro- 
ceeds of  $2,572,905.53  and  a  net  income  of  $361,582. 
In  accordance  with  the  terms  of  the  supplemental 
agreement  Harkness,  Sr.  was  paid  a  salary  of  $75,- 
000  and  Harkness,  Sr.,  Molly  Harkness,  Harkness, 
Jr.  and  Harriet  Colgate  each  were  credited  with 
$71,645.50  as  their  respective  shares  of  the  profits. 

Harriet's  credit  on  the  partnership  books  was  first 
applied  to  pay  off  the  principal  and  interest  on  her 
promissory  note  to  Harkness,  Sr.,  in  the  amount 
of  $35,942.82,  and  to  offset  prior  withdrawals  from 
her  capital  account  consisting  of  cash  in  the  amount 
of  $112.97  and  sums  of  $1,070.89  and  $31,423.67 
paid  to  the  Collector  of  Internal  Revenue.  The 
balance  of  $3,095.15  which  she  left  in  the  business  at 
the  close  of  1943  was  withdrawn  in  1944  to  pay  for 
taxes  and  personal  expenditures.  Of  the  $71,645.50 
credited  to  Harkness,  Jr.,  $34,495.08  was  turned 
over  to  his  father  to  pay  the  principal  and  interest 
on  his  promissory  note.  Of  the  remaining  $37,- 
150.42  which  he  left  in  the  business  in  1943,  young 
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Harkness  expended  $331.58  for  his  own  use  in  1944. 

United  Packing  Co.  filed  a  partnership  return 
for  the  year  1943,  reporting  a  net  income  of  $361,- 
582,  compensation  of  $75,000  paid  to  Harkness,  Sr., 
and  the  distribution  of  $71,645.50  from  profits  to 
each  of  the  three  Harknesses  and  to  Harriet  Colgate. 

Harkness,  Sr.  and  Molly  Harkness  filed  separate 
income  tax  returns  in  1943.  As  residents  of  a  com- 
munity property  state,  each  reported  one-half  of 
the  total  income  of  $218,291  they  together  received 
from  United  Packing  Co.  in  1943,  or  $109,145.50. 

In  his  notices  of  deficiency  sent  to  petitioners,  re- 
spondent determined  that  the  net  income  of  United 
Packing  Co.  for  1943  was  $361,823  and  that  each 
petitioner  realized  one-half  of  this  amount,  or  $180,- 
916,  as  community  property  income.  The  notice 
of  deficiency  sent  to  Harkness,  Sr.  stated  in  part : 

'^(a)  On  December  31,  1942,  you  and  your 
wife,  Molly  A.  Harkness,  together  with  your 
two  children,  Floyd  James  Harkness,  Jr.  and 
Harriet  Harkness  Colgate,  executed  an  instru- 
ment purporting  to  create  a  family  partnership. 
Since  Floyd  James  Harkness,  Jr.  and  Harriet 
Harkness  Colgate  contributed  no  capital  orig- 
inating with  themselves,  rendered  no  services 
to  the  business,  and  were  not  required  to  par- 
ticipate in  the  control  and  management  of  the 
business  under  the  terms  of  the  alleged  part- 
nership agreement,  it  is  held  that  they  did  not 
acquire  valid  partnership  interests  in  the 
United  Packing  Company.    Accordingly,  profits 
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from  the  above-named  organization  are  reallo- 
cated to  you  and  your  wife  on  a  community 
property  basis,  thus  increasing  your  taxable 
income  by  $71,770.50  as  shown  below. 

Total  net  profit  of  United  Packing 

Company   $361,832.00 

Your  community  one-half  share 180,916.00 

Amount  reported  on  return 109,145.50 

Adjustment— Increase $  71,770.50" 

Similar  language  was  contained  in  the  notice  of 
deficiency  received  by  Molly  Harkness. 

The  three  Harknesses  and  Harriet  Colgate  had 
no  intent  to  join  together  in  conducting  the  business 
of  United  Packing  Company  as  bona  fide  partners 
in  1943  and  thus  their  partnership  was  not  valid 
for  tax  purposes  in  that  year.'' 

The  Tax  Court,  in  its  opinion,  held  that  the  peti- 
tioner, his  wife,  and  their  children  had  no  intent 
to  join  together  in  conducting  the  business  of 
United  Packing  Co.  as  bona  fide  partners  in  1943, 
and  that  their  partnership  was  not  valid  for  tax 
purposes  in  that  year. 

III. 

The  said  taxpayer,  to  wit,  Floyd  J.  Harkness, 
being  aggrieved  by  the  Findings  of  Fact  and  Con- 
clusions of  Law  contained  in  said  Findings  and 
Opinions  of  the  Court  and  by  the  Tax  Court's  deci- 
sions entered  pursuant  thereto,  desires  to  obtain 
a  review  thereof  by  the  United  States  Court  of 
Appeals  for  the  Ninth  Circuit. 
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IV. 

The  petitioner  assigns  as  error  the  following  acts 
and  omissions  of  the  Tax  Court  of  the  United 
States : 

1.  The  Tax  Court  erred  in  finding  contrary  to 
the  record  that: 

'*  During  the  year  1943  there  was  no  change 
in  the  operation  of  United  Packing  Co.  over 
prior  years.  The  business  was  still  completely 
under  the  control  of  Harkness,  Sr." 

2.  The  Tax  Court  erred  in  finding  contrary  to 
the  record  that  no  collateral  was  required  to  secure 
the  notes  given  by  Harriet  Colgate  and  Floyd  J. 
Harkness,  Jr.,  to  petitioner  and  his  wife. 

3.  The  Tax  Court  erred  in  finding  contrary  to 
the  record  as  a  whole  that : 

^^The  three  Harknesses  and  Harriet  Colgate 
had  no  intention  to  join  together  in  conducting 
the  business  of  United  Packing  Co.  as  bona 
fide  partners  in  1943  and  thus  their  partner- 
ship was  not  valid  for  tax  purposes  in  that 
year." 

4.  The  Tax  Court  erred  in  not  finding,  as  the 
record  shows,  that  Floyd  J.  Harkness,  Jr.,  upon 
his  return  from  the  Army  in  January,  1946,  was 
appointed  Assistant  General  Manager  of  the  part- 
nership business,  and  has  ever  since  that  time, 
and  up  to  January  11,  1949,  the  date  of  the  hear- 
ing of  this  case,  rendered  substantial  managerial 
services  to  the  business. 
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5.  The  Tax  Court  erred  in  not  finding,  as  the 
record  shows,  that  during  the  year  1946  Floyd  J. 
Harkness,  Jr.  received  the  sum  of  $57,984.85,  and 
during  the  year  1947  the  sum  of  $53,635.13,  as  sal- 
ary for  each  of  said  years  for  services  rendered  as 
such  Assistant  General  Manager. 

6.  The  Tax  Court  erred  in  not  finding,  as  the 
record  shows,  that  during  the  period  1946  to  1947, 
Floyd  J.  Harkness,  Jr.  withdrew  from  the  part- 
nership business  a  total  sum  of  $121,484.51. 

7.  The  Tax  Court  erred  in  not  finding,  as  the 
record  shows,  that  William  Colgate  was  discharged 
from  the  Army  in  the  Fall  of  1944,  and  immedi- 
ately went  to  work  for  the  partnership,  and  in  not 
finding  that  in  January,  1945,  William  Colgate  be- 
came a  fifth  partner  in  the  enterprise. 

8.  The  Tax  Court  erred  in  not  finding,  as  the 
record  shows,  that  William  Colgate  has  ever  since 
January,  1945,  been  the  Manager  of  the  Clovis- 
Sanger  District  of  the  partnership  and  has  ren- 
dered substantial  services  of  a  supervisory  and 
managerial  nature  to  the  partnership,  and  in  not 
finding  that  he  has  received  the  following  compen- 
sation for  his  services:  1944,  $450.00;  1945, 
$5,275.00;  1946,  $46,554.79;  1947,  $35,928.45. 

9.  The  Tax  Court  erred  in  not  finding,  as  the 
record  shows,  that  during  the  period  1944  to  1947, 
William  Colgate  and  Harriet  Colgate  have  with- 
drawn $100,138.48  from  the  partnership. 
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10.  The  Tax  Court  erred  in  not  finding,  as  the 
record  shows,  as  a  whole,  that  Floyd  J.  Harkness, 
Jr.,  and  Harriet  Colgate  were  and  have  been  ever 
since  January  1,  1943,  the  true  owners  of  an  undi- 
vided interest  in  the  assets  of  the  partnership. 

11.  The  Tax  Court  erred  in  not  finding,  as  the 
record  shows  as  a  whole,  that  Floyd  J.  Harkness, 
Jr.  and  William  Colgate  made,  as  of  the  date  of  the 
formation  of  the  partnership,  a  commitment  to  ren- 
der services  to  the  partnership  as  soon  as  circum- 
stances permitted. 

12.  The  Tax  Court  erred  in  not  finding,  as  the 
record  shows,  that  Floyd  J.  Harkness,  Jr.,  Harriet 
Colgate  and  petitioner  and  his  wife  were  co-own- 
ers, tenants  in  common,  of  one-half  of  the  Ranch 
known  as  the  '^ River  Ranch,''  each  owning  an  un- 
divided Yg  interest  therein,  and  in  not  finding  that 
during  the  year  1943  the  profits  derived  from  the 
operation  of  this  Rranch  amounted  to  $60,309.92,, 
and  in  not  finding  that  the  %th  interest  of  each  of 
the  children  yielded  an  income  belonging  to  them 
in  the  sum  of  $15,077.48  each. 

13.  The  Tax  Court  erred  in  not  finding,  as  the 
record  shows,  that  Harriet  Colgate  and  Floyd  J. 
Harkness,  Jr.  pledged  the  first  income  to  be  de- 
rived from  the  business  of  the  partnership  to  the 
payment  of  the  notes  given  by  them  to  petitioner 
and  his  wife. 

14.  The  Tax  Court  erred  in  not  finding,  as  the 
record  shows,  that  petitioner  and  his  wife  and  Har- 
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riet  Colgate  and  Floyd  J.  Harkness,  Jr.,  intended 
to  join  together  in  conducting  the  business  of 
United  Packing  Co.  as  bona  fide  partners  in  1945 
and  that  their  partnership  was  valid  for  tax  pur- 
poses for  that  year. 

15.  The  Tax  Court  erred  in  that  its  decision 
herein  is  contrary  to  the  applicable  decisions  of  the 
Supreme  Court  of  the  United  States. 

16.  The  Tax  Court  erred  herein  in  that  its  deci- 
sion is  contrary  to  the  applicable  decisions  of  the 
Tax  Court  heretofore  made. 

17.  The  Tax  Court  erred  in  finding,  contrary 
to  the  record,  a  deficiency  for  the  year  1943,  in 
lieu  of  a  finding  that  there  is  no  income  tax  due 
from  the  petitioner  for  said  year. 

Wherefore,  petitioner  prays  for  a  review  by  the 
United  States  Court  of  Appeals  for  the  Ninth  Cir- 
cuit of  the  decision  by  the  United  States  Tax  Court, 
promulgated  December  22,  1949,  13  T.C.  No.  129; 
and  that  upon  such  review  said  Honorable  Court 
make  and  enter  a  decree  setting  aside  and  reversing 
said  decision  of  the  United  States  Tax  Court,  and 
determine  that  the  respondent,  the  Commissioner 
of  Internal  Revenue,  erred  in  reallocating  the  in- 
come of  the  partnership  known  as  United  Packing 
Co.  and  in  such  reallocation  reallocating  to  tlie 
tioner,  named  Floyd  J.  Harkness,  Sr.,  and  to  his 
wife,  Molly  A.  Harkness,  on  a  community  property 
basis,  the  entire  income  from  said  partnership ;  and 
should  further   determine  that  there   was   no   de- 
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ficiency  in  income  taxes  or  victory  taxes  for  the 
year  1943  from  said  petitioner. 

/s/  PHILIP  S.  EHRLICH. 

/s/  ALBERT  A.  AXELROD, 

/s/  R.  J.  HECHT, 

Counsel  for  Petitioner. 

State  of  California, 

City  and  County  of  San  Francisco — ss. 

Albert  A.  Axelrod  and  R.  J.  Hecht,  being  first 
duly  sworn,  depose  and  say: 

That  they  are  counsel  of  record  in  the  above- 
entitled  cause ;  that  as  such  counsel  they  are  author- 
ized to  verify  the  foregoing  petition  for  review,  that 
they  have  read  said  petition  and  are  familiar  with 
the  statements  contained  therein;  that  the  state- 
ments made  are  true  to  the  best  of  each  of  their 
knowledge,  information  and  belief. 

/s/  ALBERT  A.  AXELROD, 

/s/  R.  J.  HECHT. 

Subscribed  and  sworn  to  before  me  this  10th  day 
of  May  1950. 

[Seal]         /s/  GLADYS  C.  OKERSTROM, 
Notary  Public  in  and  for  the  City  and  County  of 
San  Francisco,  State  of  California. 

My  Commission  Expires  October  27,  1952. 
Received  and  Filed,  T.C.U.S.,  May  12,  1950. 
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In  the  United  States  Court  of  Appeals 
For  the  Ninth  Circuit 

Docket  No.  16408 

FLOYD  J.  HARKNESS, 

Petitioner  on  Review, 

vs. 

COMMISSIONER  OF  INTERNAL  REVENUE, 

Respondent  on  Review. 

NOTICE  OF  FILING  PETITION 
FOR  REVIEW 

To:     Charles  Oliphant, 
Chief  Counsel, 
Bureau  of  Internal  Revenue. 

You  are  hereby  notified  that  the  above-petitioner 
did,  on  the  12th  day  of  May,  1950,  file  with  the 
Clerk  of  The  Tax  Court  of  the  United  States,  at 
Washington,  D.  C,  a  petition  for  review  by  the 
United  States  Court  of  Appeals  for  the  Ninth  Cir- 
cuit, of  the  decision  of  this  Court  heretofore  ren- 
dered in  the  above-entitled  case.  Copy  of  the 
petition  for  review  as  filed  is  hereto  attached  and 
served  upon  you. 

Dated  this  16th  day  of  May,  1950. 

/s/  VICTOR  S.  MERSCH, 

Clerk,  The  Tax  Court  of  the 
United  States. 
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Service  of  Copy  of  Petition  for  Review  Acknowl- 
edged this  16th  day  of  May,  1950. 

/s/  CHARLES  OLIPHANT, 
Chief  Counsel,  Bureau  of  Internal  Revenue,  Attor- 
ney for  Respondent. 

Piled  T.C.U.S.  May  16,  1950. 


In  the  Tax  Court  of  the  United  States 
No.  16408 


FLOYD  J.  HARKNESS, 


Petitioner, 


vs. 


COMMISSIONER  OF  INTERNAL  REVENUE, 

Respondent. 

PRAECIPE  FOR  RECORD 

To  the  Clerk  of  the  Tax  Court  of  the  United  States: 

You  are  hereby  respectfully  requested  to  prepare 
and  certify  and  transmit  to  the  Clerk  of  the  United 
States  Court  of  Appeals  for  the  Ninth  Circuit,  with 
reference  to  Petition  for  Review  heretofore  filed  by 
the  petitioner  in  the  above-entitled  cause,  a  tran- 
script of  record  in  the  above  cause  prepared  and 
transmitted  as  required  by  law  and  by  the  rules  of 
said  court,  and  to  include  in  said  transcript  of  rec- 
ord the  following  documents  or  certified  copies 
thereof,  to  wit: 
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1.  The  docket  entries  of  all  proceedings  before 
the  Tax  Court. 

2.  Pleadings  before  the  Tax  Court  of  the  United 
States  as  follows: 

(a)  Petition  for  redetermination. 

(b)  Answer  of  respondent. 

3.  Stipulation  of  facts  filed  at  the  hearing  Jan- 
uary 11,  1949. 

4.  Reporter's  transcript  of  the  proceedings  and 
testimony  before  the  Tax  Court  on  January  11, 
1949. 

5.  The  following  exhibits  introduced  in  evidence 
before  the  Tax  Court  on  January  11,  1949 : 

(a)  Joint  exhibits :    10-J,  11-K,  12-L. 

(b)  Petitioner's   exhibits:    13,   14,   15,   16, 
17,  18. 

(c)  Respondent's  exhibits  M,  N. 

6.  Notice  under  Rule  50. 

7.  Respondent's  computation  for  entry  of  de- 
cision. 

8.  Stipulation  signed  by  counsel  for  petitioner 
with  respect  to  the  computation  of  respondent. 

9.  Decision  of  the  Tax  Court. 

10.  Petition  for  Review  filed  by  petitioner. 

11.  This  praecipe. 

12.  Notice  of  Filing  Petition  for  Review. 
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Dated :    July  10,  1950. 

/s/  PHILIP  S.  EHRLICH, 
/s/  ALBERT  A.  AXELROD, 

/s/  R.  J.  HECHT, 

Attorneys  for  Petitioner, 
Floyd  J.  Harkness. 

Affidavit  of  Service  by  Mail  attached. 
Received  and  Piled,  T.C.U.S.,  July  12,  1950. 


[Title  of  Tax  Court  and  Cause.] 

CERTIFICATE 

I,  Victor  S.  Mersch,  Clerk  of  the  Tax  Court  of 
the  United  States,  do  hereby  certify  that  the  fore- 
going documents,  1  to  3,  inclusive,  constitute  and 
are  all  of  the  original  papers  and  proceedings  on 
file  in  my  office  with  the  exception  of  the  original 
stenographic  transcrii)t  of  hearing  and  exhibits, 
which  are  incorporated  in  the  related  case  Docket 
No.  16407,  as  called  for  by  the  ^^  Praecipe  for  Rec- 
ord" in  the  proceeding  before  the  Tax  Court  of 
the  United  States  entitled:  ^^ Floyd  J.  Harkness, 
Respondent,"  Docket  No.  16408,  and  in  which  the 
petitioner  in  the  Tax  Court  proceeding  has  initiated 
an  appeal  as  above  numbered  and  entitled,  together 
with  a  true  copy  of  the  docket  entries  in  said  Tax 
Court  proceeding,  as  the  same  appear  in  the  official 
docket  book  in  my  office. 


Commissioner  of  Internal  Revenue  39 

In  testimony  whereof,  I  hereunto  set  my  hand 
and  affix  the  seal  of  the  Tax  Court  of  the  United 
States,  at  Washington,  in  the  District  of  Columbia, 
this  14th  day  of  April,  1950. 

[Seal]        /s/  VICTOR  S.  MERSCH, 
Clerk. 
The  Tax  Court  of  the  United  States 


[Endorsed]:  No.  12619.  United  States  Circuit 
Court  of  Appeals  for  the  Ninth  Circuit.  Floyd  J. 
Harkness,  Petitioner,  vs.  Commissioner  of  Internal 
Revenue,  Respondent.  Transcript  of  the  Record 
Upon  Petition  to  Review  a  Decision  of  The  Tax 
Court  of  the  United  States. 

Filed  July  19,  1950. 

/s/  PAUL  P.  O'BRIEN, 

Clerk  of  the  United  States  Circuit  Court  of 
Appeals  for  the  Ninth  Circuit. 
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In  the  United  States  Court  of  Appeals 
for  the  Ninth  Circuit 

No.  12619 

FLOYD  J.  HARKNESS, 

Petitioner  and  Appellant, 

vs. 

COMMISSIONER  OP  INTERNAL  REVENUE, 

Respondent  and  Appellee. 

APPLICATION  FOR  EXTENSION  OF  TIME 
WITHIN  WHICH  TO  FILE  RECORD  AND 
DOCKET  CASE  ON  A  PETITION  FOR 
REVIEW  FROM  A  DECISION  OF  THE 
TAX  COURT  OF  THE  UNITED  STATES 

To  the  Honorable  Justices  of  the  United  States 
Court  of  Appeals  for  the  Ninth  Circuit : 

The  above-named  petitioner  Floyd  J.  Harkness, 
through  his  counsel,  hereby  applies  to  this  Honor- 
able Court  for  an  extension  of  time  within  which 
to  file  the  record  and  docket  his  case  after  filing  of 
the  petition  for  review  in  the  Tax  Court  of  the 
United  States. 

This  application  is  made  on  the  ground  of  ex- 
cusable neglect  of  one  of  counsel  for  said  petitioner, 
in  failing  to  file  with  the  Clerk  of  the  Tax  Court  of 
the  United  States  a  praecipe  designating  the  record 
to  be  transmitted  to  the  Clerk  of  this  Honorable 
Court,  within  the  forty-day  period  called  for  by 
Rule  31  of  this  Honorable  Court. 
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This  application  is  supported  by  the  affidavit  of 
R.  J.  Hecht,  one  of  counsel  for  petitioner,  and 
points  and  authorities  likewise  attached  to  this  ap- 
plication. 

Petitioner  respectfully  requests  that  he  be 
granted  a  reasonable  time  within  the  discretion  of 
the  above-entitled  court  within  which  the  Clerk  of 
the  Tax  Court  may  file  with  the  Clerk  of  this  Hon- 
orable Court  said  record,  and  within  which  said  case 
may  be  docketed. 

Dated:   July  7,  1950. 

/s/  PHILIP  S.  EHRLICH, 

/s/  ALBERT  A.  AXELROD, 

/s/  R.  J.  HECHT, 
Attorneys  for  Petitioner  and  Appellant  Floyd  J. 
Harkness. 

Ordered  time  of  petitioner  to  file  transcript  of 
record  and  docket  cause  extended  to  August  1,  1950. 

/s/  WILLIAM  HEALEY, 

/s/  WM.  E.  ORR, 

/s/  WALTER  L.  POPE, 

U.  S.  Circuit  Judges. 

[Endorsed]  :    Filed  July  8,  1950. 
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[Title  of  Court  of  Appeals  and  Cause.] 

STATEMENT  OF  POINTS  ON  WHICH  AP- 
PELLANT INTENDS  TO  RELY  AND 
DESIGNATION  OF  PARTS  OF  THE 
RECORD  NECESSARY  FOR  CONSIDER- 
ATION THEREOF 

Appellant  proposes,  on  his  appeal,  to  rely  on  the 
following  points : 

1.  The  following  ultimate  finding  of  the  Tax 
Court  is  contrary  to  its  evidentiary  findings : 

^^The  three  Harknesses  and  Harriet  Colgate 
had  no  intent  to  join  together  in  conducting  the 
business  of  United  Packing  Co.  as  bona  fide 
partners  in  1943  and  thus  their  partnership  was 
not  valid  for  tax  purposes  in  that  year. ' ' 

2.  The  ultimate  finding  set  forth  in  1  above  is 
based  upon  a  misapplication  of  the  law. 

3.  The  ultimate  finding  set  forth  in  1  above  is 
clearly  erroneous  because  it  is  against  the  clear 
weight  of  the  evidence  and  is  arrived  at  by  accept- 
ing part  of  the  evidence  and  totally  disregarding 
other  convincing  evidence. 

4.  The  following  finding  of  fact  is  clearly  erro- 
neous because  it  is  against  the  clear  weight  of  the 
evidence  and  is  arrived  at  by  accepting  part  of  the 
evidence  and  totally  disregarding  other  convincing 
evidence : 

*^ During  the  year  1943  there  was  no  change 
in  the  operation  of  United  Packing  Co.  over 
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prior  years.  The  business  was  still  completely 
under  the  control  of  Harkness,  Sr." 

5.  The  following  ultimate  finding  of  the  Tax 
Court  is  contrary  to  its  evidentiary  findings : 

' '  No  collateral  was  required  on  either  note. ' ' 

6.  The  ultimate  finding  set  forth  in  5  above  is 
clearly  erroneous  because  it  is  against  the  clear 
weight  of  the  evidence. 

7.  The  Tax  Court  erred  in  not  finding,  as  the 
record  shows,  that  Floyd  J.  Harkness,  Jr.,  upon  his 
return  from  the  Army  in  January,  1946,  was  ap- 
pointed Assistant  General  Manager  of  the  partner- 
ship business,  and  has  ever  since  that  time,  and  up 
to  January  11,  1949,  the  date  of  the  hearing  of  this 
case,  rendered  substantial  managerial  services  to  the 
business. 

8.  The  Tax  Court  erred  in  not  finding,  as  the 
record  shows,  that  during  the  year  1946  Floyd  J. 
Harkness,  Jr.  received  the  sum  of  $57,984.85,  and 
during  the  year  1947  the  sum  of  $53,635.13,  as  salary 
for  each  of  said  years  for  services  rendered  as  such 
Assistant  General  Manager. 

9.  The  Tax  Court  erred  in  not  finding,  as  the 
record  shows,  that  during  the  period  1946  to  1947 
Floyd  J.  Harkness,  Jr.  withdrew  from  the  partner- 
ship business  a  total  sum  of  $121,484.51. 

10.  The  Tax  Court  erred  in  not  finding,  as  the 
record  shows,  that  William  Colgate  was  discharged 
from  the  Army  in  the  Fall  of  1944,  and  immediately 
went  to  work  for  the  partnership,  and  in  not  finding 
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that  in  January,  1945,  William  Colgate  became  a 
fifth  partner  in  the  enterprise. 

11.  The  Tax  Court  erred  in  not  finding,  as  the 
record  shows,  that  William  Colgate  has  ever  since 
January,  1945,  been  the  Manager  of  the  Clovis- 
Sanger  District  of  the  partnership  and  has  rendered 
substantial  services  of  a  supervisory  and  managerial 
nature  to  the  partnership,  and  in  not  finding  that  he 
has  received  the  following  compensation  for  his  serv- 
ices :  1944,  $450.00 ;  1945,  $5,275.00 ;  1946,  $46,554.79 ; 
1947,  $35,928.45. 

12.  The  Tax  Court  erred  in  not  finding,  as  the 
record  shows,  that  during  the  period  1944  to  1947 
William  Colgate  and  Harriet  Colgate  have  with- 
drawn $100,138.48  from  the  partnership. 

13.  The  Tax  Court  erred  in  not  finding,  as  the 
record  shows,  as  a  whole,  that  Floyd  J.  Harkness, 
Jr.  and  Harriet  Colgate  were  and  have  been  ever 
since  January  1,  1943,  the  true  owners  of  an  un- 
divided interest  in  the  assets  of  the  partnership. 

14.  The  Tax  Court  erred  in  not  finding,  as  the 
record  shows  as  a  whole,  that  Floyd  J.  Harkness, 
Jr.  and  William  Colgate  made,  ais  of  the  date  of  the 
formation  of  the  partnership,  a  commitment  to  ren- 
der services  to  the  partnership  as  soon  as  circum- 
stances permitted. 

15.  The  Tax  Court  erred  in  not  finding,  as  the 
record  shows,  that  Floyd  J.  Harkness,  Jr.,  Harriet 
Colgate,  and  appellant  and  his  wife,  Molly  A.  Hark- 
ness, were  co-owners,  as  tenants  in  common,  of  one- 
half  of  the  Ranch  known  as  the  ^^ River  Ranch'', 
each  owning  an  undivided  Vsth  interest  therein,  and 
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in  not  finding  that  during  the  year  1943  the  profits 
derived  from  the  operation  of  this  Ranch  amounted 
to  $60,309.92,  and  in  not  finding  that  the  l/8th  in- 
terest of  each  of  the  children  yielded  an  income 
belonging  to  them  in  the  sum  of  $15,077.48  each. 

16.  The  Tax  Court  erred  in  not  finding,  as  the 
record  shows,  that  Harriet  Colgate  and  Floyd  J. 
Harkness,  Jr.  pledged  the  first  income  to  be  derived 
from  the  business  of  the  partnership  to  the  payment 
of  the  notes  given  by  them  to  appellant  and  his  wife. 

17.  The  Tax  Court  erred  in  not  finding,  as  the 
record  shows,  that  appellant  and  his  wife  and  Har- 
riet Colgate  and  Floyd  J.  Harkness,  Jr.  intended  to 
join  together  in  conducting  the  business  of  United 
Packing  Co.  as  bona  fide  partners  in  1945  and  that 
their  partnership  was  valid  for  tax  purposes  for 
that  year. 

18.  The  Tax  Court  erred  in  that  its  decision  here- 
in is  contrary  to  the  applicable  decisions  of  the  Su- 
preme Court  of  the  United  States.  (Commissioner  of 
Internal  Revenue  v.  Culbertson,  337  U.S.  733;  Com- 
missioner of  Internal  Revenue  v.  Tower,  327  U.S. 
280). 

19.  The  Tax  Court  erred  herein  in  that  its  de- 
cision is  contrary  to  the  applicable  decisions  of  the 
Tax  Court  heretofore  made.  (Isaac  Blumberg,  11 
T.C.  663). 

20.  The  Tax  Court  erred  in  finding,  contrary  to 
the  record,  a  deficiency  for  the  year  1943,  in  lieu  of 
a  finding  that  there  is  no  income  tax  due  from 
appellant  for  said  year. 
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Appellant  designates  the  following  portions  of  the 
record  as  necessary  for  the  consideration  of  the 
foregoing  points : 

(a)  The  petition  of  Floyd  J.  Harkness. 

(b)  Answer  of  Commissioner  of  Internal 
Revenue. 

(c)  Respondent  Commissioner's  petition  for 
entry  of  decision. 

(d)  Decision. 

(e)  Petition  for  review. 

(f )  Proof  of  service  of  petition  for  review. 

(g)  Application  and  order  re  extension  of 
time  to  transmit  record.  (Please  omit  affidavit 
in  support  of  application  and  points  and  au- 
thorities). 

(h)     Praecipe  for  record. 

(i)  Certificate  of  Clerk  of  Tax  Court  of  the 
United  States. 

(j)  This  statement  of  points  on  which  ap- 
pellant intends  to  rely  and  designation  of  parts 
of  the  record  necessary  for  consideration  there- 
of. 

Dated  at  San  Francisco,  California,  July  24,  1950. 

/s/  PHILIP  S.  EHRLICH, 

/s/  ALBERT  A.  AXELROD, 

/s/  R.  J.  HECHT, 

Attorneys  for  appellant 
Floyd  J.  Harkness 

[Endorsed] :  Filed  July  25,  1950. 
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[Title  of  Court  of  Appeals  and  Cause.] 

STIPULATION  FOR  CONSOLIDATION  ON 
PETITION  FOR  REVIEW 

It  Is  Hereby  Stipulated  by  and  between  the  par- 
ties, through  their  respective  counsel,  that  the 
above-entitled  cause  be  consolidated  with  the  case 
of  Molly  A.  Harkness,  Petitioner,  vs.  Commissioner 
of  Internal  Revenue,  Respondent,  No.  12618,  and 
that  for  the  purposes  of  said  consolidated  petitions 
the  parties  will  rely  upon  the  record  in  the  Molly 
A.  Harkness,  Petitioner,  vs.  Commissioner  of  In- 
ternal Revenue,  Respondent,  No.  12618. 

It  Is  Likewise  Stipulated  by  and  between  the 
parties,  through  their  respective  counsel,  that  the 
petitions  for  review  in  this  cause,  and  in  the  cause 
of  Molly  A.  Harkness,  Petitioner,  vs.  Commissioner 
of  Internal  Revenue,  Respondent,  No.  12618,  be 
consolidated  for  the  purposes  of  brief,  argument 
and  opinion. 

Dated:  August  11,  1950. 

/s/  THERON  L.  CAUDLE, 

Assistant  Attorney  General. 


Charles  Oliphant, 

Attorneys  for  Respondent. 

/s/  PHILIP  S.  EHRLICH, 

/s/  ALBERT  A.  AXELROD, 

/s/  R.  J.  HECHT, 

Attorneys  for  Petitioner. 
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It  Is  Ordered:  That  the  above  causes  be  consoli- 
dated for  brief  and  argument. 

/s/  WILLIAM  DENMAN, 

Judge  of  the  United  States 
Court  of  Appeals. 

/s/  CLIFTON  MATHEWS, 

/s/  WILLIAM  HEALY, 

Judges,  U.  S.  Court  of 
Appeals  for  the  9th  Circuit. 

[Endorsed] :    Filed  August  17,  1950. 
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No.  12,619 


BRIEF  FOR  PETITIONERS. 


STATEMENT  OF  JURISDICTION. 

This  matter  comes  before  this  (^ourt  on  the  petition 
for  review  of  Molly  A.  Harkness  (R.  285-303)  of  a 
decision  by  the  Tax  Court  of  the  United  States  (R. 
249-284)  determining  deficiencies  in  income  and  vic- 
tory taxes  for  the  calendar  year  1943,  which  deficien- 
cies against  the  Petitioner,  Molly  A.  Harkness,  were 
in  the  sum  of  Sixty-four  Thousand  Six  Hundred  Six- 
ty-six Dollars  and  Sixty- four  Cents  ($64,666.64),  and 


the  petition  for  review  of  Floyd  J.  Harkness  (R.  16- 
34)  of  a  decision  by  the  Tax  Court  of  the  United 
States  (R.  15)  determining  deficiencies  in  income  and 
victory  taxes  for  the  calendar  year  1943,  which  de- 
ficiencies against  the  Petitioner,  Floyd  J.  Harkness, 
were  in  the  sum  of  Sixty-five  Thousand  Two  Hundred 
Fifty-two  Dollars  and  Twenty-seven  Cents  ($65,- 
252.27). 

It  was  stipulated  by  and  between  the  parties, 
through  their  respective  counsel,  that  these  petitions 
be  consolidated,  and  that  for  the  purposes  of  said 
consolidated  petitions  the  parties  will  rely  upon  the 
record  in  '^ Molly  A,  Harkness,  Petitioner,  vs.  Co7n- 
missioner  of  Internal  Revenue,  Respondent",  No. 
12618  (R.  316). 

It  was  further  stipulated  by  and  between  the  par- 
ties, through  their  respective  counsel,  that  these  peti- 
tions be  consolidated  for  the  purposes  of  brief,  argu- 
ment and  opinion  (R.  316-317). 

Opinion  Below. 

The  opinion  and  decision  of  the  Tax  Court  is  re- 
ported in  13  T.C.  1039,  and  is  set  forth  at  length  on 
pages  249  to  284  of  the  Record. 

Jurisdiction. 

Jurisdiction  and  venue  in  this  Court  are  predicated 
upon  Sections  1141,  as  amended,  and  1142,  Internal 
Revenue  Code.  These  petitions  for  review  were  filed 
on  May  12,  1950  (R.  304),  within  three  months  after 
the  Tax  Court's  decision  on  February  15,  1950  (R. 
284). 
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Petitioners'  income  tax  returns  for  the  calendar  year 
1943  were  filed  with  the  Collector  of  Internal  Revenue 
for  the  First  District  at  San  Francisco,  California 
(R.  250). 

Jurisdiction  of  the  Tax  Court  is  predicated  upon 
Sections  272(a)  and  1101,  Internal  Revenue  Code.  The 
petitions  for  redetermination  were  filed  on  November 
10,  1947  (R.  28),  within  ninety  days  after  Respond- 
ent's notices  of  deficiencies  to  Petitioners  were  mailed 
on  August  21,  1947  (R.  9). 


STATEMENT  OF  THE  CASE. 

The  Petitioners  are  husband  and  wife.  They  are 
residents  of  Fresno,  Fresno  County,  California  (R. 
105). 

On  August  21,  1947,  the  Respondent  determined  de- 
ficiencies in  income  tax  liability  for  the  taxable  year 
ended  December  31,  1943,  against  the  Petitioners  in 
the  aggregate  amount  of  One  Hundred  Twenty  Thou- 
sand One  Hundred  Forty-eight  Dollars  and  Ninety- 
one  Cents  ($120,148.91)   (R.  250). 

This  determination  arose  by  reason  of  the  inclusion 
by  the  Respondent  in  the  Petitioners'  taxable  income 
for  the  taxable  year  1943,  on  a  community  property 
basis,  of  all  of  the  income  from  the  operation  of  a  part- 
nership composed  of  Petitioners,  their  son,  Floyd  J. 
Harkness,  Jr.,  and  their  daughter,  Harriet  Harkness 
Colgate  (R.  272-273).  This  partnership  does  business 
under  the  firm  name  and  style  of  United  Packing  Co. 
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During  the  taxable  year  in  question,  each  of  the 
partners  owned  a  twenty-five  per  cent  interest  in  the 
partnership. 

After  the  Respondent  had  made  his  determination 
of  deficiencies,  the  Petitioners  applied,  to  the  Tax 
Court  for  redetermination.  The  Tax  Court  heard  Pe- 
titioners^ petitions  for  redetermination  on  January  11, 
1949  (R.  82).  The  petitions  were  consolidated  for 
hearing  (R.  83),  and  were  submitted  to  the  Tax  Court 
for  decision  upon  a  written  stipulation  of  facts  (R. 
30-36),  the  oral  testimony  of  four  witnesses  and  cer- 
tain Exhibits.  After  having  considered  the  evidence, 
the  Tax  Court  affirmed  the  Respondent's  determina- 
tion. 

The  sole  issue  is  whether  a  valid  and  bona  fide  part- 
nership existed  between  Petitioners  and  their  children 
for  the  taxable  year  1943  for  Federal  income  tax  pur- 
poses. 

In  the  summary  of  the  facts  that  follows,  we  have 
incorporated  verbatim  the  findings  of  fact  of  the  Tax 
Court.  We  have,  however,  in  so  doing,  deleted  ultimate 
findings  and  conclusions  which  are  clearly  erroneous. 
These  deletions  will  be  indicated  where  they  occur  by 
asterisks  and  the  deleted  material  will  be  set  forth  in 
footnotes.  In  order  to  complete  the  summary,  we  have 
added  at  the  conclusion  of  the  Tax  Court's  findings, 
material  facts  with  respect  to  which  the  Tax  C^ourt 
made  no  findings. 


Summary  of  the  Facts. 

(a)  The  Facts  Found  by  the  Tax  Court. 

''Petitioners,  Floyd  J.  Harkness  and  Molly  A. 
Harkness,  are  individuals  residing  in  Fresno,  Cali- 
fornia. They  filed  their  separate  income  tax  returns 
for  1943  with  the  Collector  of  Internal  Revenue  for 
the  First  District  of  California.  Petitioners  were  mar- 
ried July  14,  1915,  and  have  made  their  home  in  Cali- 
fornia ever  since.  They  have  two  children,  Floyd  J. 
Harkness,  Jr.,  and  Harriet  Harkness  Colgate,  born  in 
1918  and  1920,  respectively"  (R.  250-251). 

''Harkness,  Sr.,  has  been  a  grower  and  shipper  of 
fruits  and  vegetables  since  1918.  Prior  to  1937  he  en- 
gaged in  this  occupation  first  as  an  employee  of  vari- 
ous concerns  and  then  as  a  member  of  two  successive 
partnerships  operating  under  the  name  of  United 
Packing  Co.  In  January,  1937,  Petitioner  bought  out 
his  partner  and  commenced  operating  the  business  as 
a  sole  proprietorship  under  the  same  name.  Molly 
Harkness,  as  his  wife,  owned  the  assets  of  the  busi- 
ness in  community  with  him.  The  company  specialized 
in  packing  and  shipping  cantaloupes,  carrots,  peaches, 
plums,  nectarines  and  grapes.  Some  commodities  were 
raised  by  the  company  itself  while  others  were  bought 
from  farmers  on  a  cash  basis.  Still  other  produce  was 
packed  and  shipped  by  the  company  on  a  commission 
basis.  For  the  purposes  of  its  business  United  Pack- 
ing Co.  operated  ranches  and  packing  houses,  and 
manufactured  and  stocked  packing  materials.  Its  main 
office  was  located  in  Fresno,  but  its  operations  covered 
a  large  area  in   the  San  Joaquin   Valley  extending 


northward  138  miles  to  Lodi  and  southward  127  miles 
to  Arvin.  At  the  close  of  1942  the  gross  proceeds  and 
net  income  earned  by  United  Packing  Co.  amounted 
to  $1,468,119.64  and  $141,790.95,  respectively''  (R. 
251). 

*^ During  the  years  up  to  1942  Petitioners'  two  chil- 
dren were  occupied  primarily  in  obtaining  an  educa- 
tion, though  each  performed  some  services  in  their 
father's  business.  Harkness,  Jr.,  attended  schools  until 
June,  1941,  when  he  graduated  from  college  with  a 
major  in  commerce.  From  1934  until  1941  he  worked 
in  his  father's  business  during  summer  vacations  and 
in  1937  he  quit  school  for  six  months  to  help  his  father 
launch  the  sole  proprietorship.  From  June,  1941,  until 
January,  1942,  he  devoted  his  full  time  as  an  employee 
of  United  Packing  Co.  working  as  a  'regular  field 
man'  at  a  salary  of  $150  per  month  plus  a  five  per 
cent  bonus  of  approximately  $910.  During  this  six 
months'  period  he  also  earned  four  to  five  thousand 
dollars  in  independent  deals  in  the  fruit  and  vegetable 
business.  On  January  12,  1942,  he  entered  the  United 
States  Air  Corps  as  a  private.  At  the  close  of  1942 
Petitioners'  son  still  had  a  credit  on  the  books  of  the 
sole  proprietorship  of  $1,412.05  for  prior  services  per- 
formed. He  owned  no  substantial  property  outside  of 
these  earnings  at  that  time''  (R.  251-252). 

*' Harriet  Harkness  finished  her  schooling  in  June, 
1942,  when  she  graduated  from  college.  During  sum- 
mer vacations  she  had  occasionally  performed  sec- 
retarial services  in  her  father's  business.  Harriet 
worked  full  time  as  a  secretary  at  United  Packing  Co. 


from  June  until  August,  1942,  at  wliich  time  she  mar- 
ried William  H.  Colgate,  Jr.,  who  was  then  serving 
in  the  United  States  Army.  Following  her  marriage 
she  spent  her  time  housekeeping  for  her  husband  at 
various  military  posts  in  the  United  States  until  Oc- 
tober, 1944.  She  owned  no  significant  amount  of  prop- 
erty at  the  time  of  her  marriage. 

'* Harriet's  husband,  William  Colgate,  had  resided 
in  Fresno  County,  California,  all  his  youth  and  had 
been  an  acquaintance  of  the  Harkness  family  for  a 
number  of  years  prior  to  his  marriage  in  1942.  He 
attended  college,  majoring  in  commerce,  and  during 
summer  vacations  was  employed  by  the  Peerless 
Pump  Company,  the  largest  supplier  of  irrigation 
pumps  in  the  San  Joaquin  Valley.  Colgate  later  quit 
school  and  w^orked  full  time  for  this  company  for  nine 
months  before  enlisting  in  the  United  States  Army 
in  March,  1941.  This  w^as  in  keeping  with  his  desire 
to  devote  his  career  to  agricultural  pursuits  in  the 
Valley.  As  an  assistant  foreman  aiding  in  the  installa- 
tion of  extensive  irrigation  systems,  Colgate  acquired 
considerable  knowledge  of  the  mechanics  of  irrigation. 
After  his  marriage  to  Harriet,  they  were  stationed  at 
Columbus,  Ohio,  during  the  latter  part  of  1942  and 
throughout  1943''  (R.  252-253). 

**In  the  fall  of  1942  Harkness,  Sr.,  became  con- 
vinced that  it  would  be  advantageous  to  convert  the 
operation  of  his  fruit  packing  and  shipping  business 
from  a  sole  proprietorship  to  a  partnership  composed 
of  his  wife,  himself  and  his  two  children  in  the  com- 
ing year.  Many  reasons  dictated  that  decision.  Pri- 
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marily  he  desired  to  obtain  the  services  of  his  son 
and  son-in-law  in  the  business.  He  felt  that  as  a  result 
of  their  college  education  and  the  practical  experience 
they  had  gained  pursuing  agricultural  employment 
in  the  Valley  that  they  would  make  skilled,  compe- 
tent supervisors  capable  of  overseeing  the  widespread 
operations  of  the  company.  Secondly,  from  his  experi- 
ence in  the  fruit  and  vegetable  packing  industry, 
Harkness  believed  that  it  was  essential  to  increase  the 
capital  investment  in  the  company  by  allowing  annual 
profits  to  remain  in  the  business.  This  was  necessary 
not  only  to  permit  payment  of  extensive  operating 
expenses,  to  allow  for  expansion  of  the  company  fa- 
cilities and  equipment  and  to  develop  new  business, 
but  also  to  meet  the  exigencies  of  bad  crop  years  when 
the  company's  income  declined  drastically.  Further- 
more, in  1942  fruit  packers  were  anticipating  a  de- 
cline in  profits  due  to  labor  shortages,  low  transporta- 
tion priorities  for  their  produce,  and  the  probability 
that  prices  would  tumble  as  in  World  War  I.  These 
circumstances  only  increased  the  need  for  increasing 
the  capital  reserve  of  United  Packing  Co.  Yet  it  had 
been  Harkness'  experience  in  past  years  that  to  hold 
qualified  supervisory  personnel  it  was  necessary  to 
pay  them  large  bonuses  or  percentages  of  profits  which 
they  invariably  withdrew  from  the  business  and  often 
used  to  set  themselves  up  in  competition  with  him, 
thus  draining  the  company's  capital.  He  felt  the  only 
way  to  retain  profits  in  the  company  was  to  bring  into 
the  business  persons  who  felt  as  he  did.  Through  long 
discussions  with  Harkness,  Jr.,  and  William  Colgate, 
Petitioner  knew  that  they  agreed  with  him  that  only 


a  reasonable  amount  of  the  profits  should  be  with- 
drawn from  United  Packing  Co.  and  the  rest  of  the 
net  income  should  be  allowed  to  accumulate  in  the 
business''  (R.  253-255). 

'* While  Harkness,  Sr.,  was  well  aware  that  neither 
Floyd,  Jr.,  nor  William  Colgate  would  be  available 
to  serve  United  Packing  Co.  for  the  duration  of  the 
war  and  he  would  be  the  only  active  partner  in  the 
meantime,  yet  he  desired  them  to  acquire  an  interest 
in  the  company  at  this  time  to  guarantee  their  future 
help  in  running  the  business  after  their  release  from 
the  Army. 

*' Furthermore,  formation  of  the  partnership  ac- 
corded with  the  wish  of  Harkness,  Sr.,  to  give  his  chil- 
dren an  opportunity  to  make  good.  Even  when  Floyd, 
Jr.,  was  a  boy  he  and  his  father  planned  foi*  the  day 
when  the  former  would  be  a  full-fledged  partner. 
After  graduation  from  college  in  1941  Harkness,  Jr., 
had  pressed  his  father  to  give  him  the  status  of  a 
partner  in  the  business,  and  while  Harkness,  Sr.,  had 
too  many  financial  commitments  to  do  so  in  that  year, 
yet  he  promised  his  son  he  would  make  provision  for 
him  to  purchase  an  interest  in  the  business.  Now  Pe- 
titioner desired  to  fulfill  that  promise.  It  was  long 
understood  that  if  one  child  was  given  an  oppor- 
tunity to  participate  in  the  business,  the  other  would 
be  given  an  equal  opportunity.  Offering  Harriet  an 
opportunity  to  become  a  partne]-  in  his  business  not 
only  fulfilled  this  pledge,  but  was  a  long  step  toward 
securing  the  eventual  services  of  her  husband  which 
Petitioner  so  greatly  desired''  (R.  253-255). 
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'^While  Harkness,  Sr.,  consulted  a  lawyer  concern- 
ing the  feasibility  of  converting  his  business  into  a 
partnership  and  was  thus  aware  of  the  tax-saving 
possibilities  inherent  therein,  yet  this  fact  was  only 
a  secondary  consideration  with  him,  and  he  would 
have  entered  into  this  arrangement  regardless  thereof. 

''During  the  fall  of  1942  Harkness,  Sr.,  held  lengthy 
conversations  with  his  son,  who  was  stationed  at 
a  nearby  airfield,  regarding  the  proposed  partner- 
ship. Harkness,  Jr.,  eagerly  accepted  the  chance  to 
buy  an  interest  in  United  Packing  Co.  for  this  had 
been  his  great  desire  for  many  years  and  assured  him 
of  full  participation  in  the  business  on  his  return 
from  the  service.  Petitioners  and  young  Harkness 
then  definitely  planned  to  convert  the  business  into  a 
partnership  starting  in  1943. 

''Over  the  same  period  of  time  Harkness,  Sr.,  also 
corresponded  with  his  daughter  and  offered  her  either 
the  opportunity  to  invest  in  United  Packing  Co.  or 
some  other  enterprise.  Furthermore,  it  was  understood 
that  if  she  decided  to  come  into  her  father's  business, 
her  husband,  William  Colgate,  would  be  allowed  to 
participate  in  the  partnership  following  his  release 
from  the  Army.  Harriet  and  William  Colgate  debated 
at  length  whether  it  was  advisable  for  her  to  buy  an 
interest  in  her  father's  business  or  invest  elsewhere. 
Finally  Harriet  exercised  her  option  to  j^rocure  an 
interest  in  United  Packing  Co.  after  her  husband  de- 
termined he  wanted  to  be  associated  with  United 
Packing  Co.  upon  his  return  from  the  service. 
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Thus,  by  November,  1942,  Petitioners  and  both 
their  children  generally  agreed  to  the  formation  of 
a  partnership  for  the  operation  of  United  Packing 
Co.  in  the  coming  year,  though  the  details  of  the  part- 
nership relationship  had  not  been  worked  out.  A 
Certificate  of  Co-Partnership  Transacting  Business 
under  Fictitious  Name'  was  executed  on  November 
12,  1942,  wiiich  Petitioners  and  young  Harkness 
signed  on  that  date  and  Harriet  signed  on  November 
28.  It  stated  that  the  four  were  co-partners  carrying 
on  business  under  the  name  of  United  Packing  Co. 
and  that  Harkness,  Sr.,  was  the  general  manager  in 
full  charge  of  all  business  operations.  This  certificate 
was  published  in  a  local  paper  and  later  filed  with  the 
county  recorder  of  Fresno  County. 

'*0n  December  31,  1942,  'Articles  of  Partnership,' 
providing  the  detailed  terms  of  the  proposed  partner- 
ship, were  drafted  and  met  the  approval  of  all  but 
Harriet  Colgate,  who  refused  to  sign  until  provisions 
as  to  the  control  of  the  business  and  as  to  purchase 
of  a  deceased  partner's  share  were  modified"  (R.  255- 
257). 

^Cn  January  1,  1943,  Petitioners  transferred  to 
United  Packing  Co.,  a  partnership,  most  of  the  assets 
and  some  of  the  liabilities  of  United  Packing  Co., 
sole  proprietorship,  existing  on  December  31,  1942, 
resulting  in  a  net  worth  of  $138,241.61  for  the  partner- 
ship on  that  date.  Harkness,  J  r.,  and  Harriet  Colgate 
each  bought  a  one-fourth  interest  in  the  partnership 
for  $34,560.41,  equivalent  to  one-fourth  of  its  net 
worth.  To  pay   Harkness,   8r.,   for  his  share  in   tlie 
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partnership,  the  son  used  $1,392.05  of  the  credit  he 
had  earned  as  compensation  for  prior  services  ren- 
dered the  sole  proprietorship  and  on  January  2,  1943, 
signed  a  promissory  note  for  the  remaining  $33,168.35 
with  interest  at  four  i)er  cent  per  annum.  Harriet  Col- 
gate purchased  her  partnership  interest  from  her 
father  with  a  promissory  note  dated  January  2,  1943, 
for  $34,560.40  plus  four  per  cent  interest  per  annimi. 
William  Colgate  joined  her  on  the  note  as  co-maker 
*  *  *^'^  (R.  257-258). 

^*  These  transactions  were  reflected  on  the  books  of 
United  Packing  Co.,  copartnership,  as  of  January 
1,  1943.  It  showed  assets  of  $142,861.03  and  liabili- 
ties of  $4,619.92  and  a  net  worth  of  $138,241.61.  Cap- 
ital of  the  partnership  was  stated  to  be  $138,241.61 
resulting  from  contributions  of  $34,560.41  each  from 
the  three  Harknesses  and  Harriet  Colgate. 

''On  January  4,  1943,  pending  acceptance  by  Har- 
riet Colgate  of  the  articles  of  partnership  drafted  on 
December  31,  1942,  Harkness,  Sr.,  Molly  Harkness, 
Harkness,  Jr.,  and  Harriet  Colgate  signed  a  supple- 
mental agreement  fixing  compensation  and  distribu- 
tion of  partnership  profits  among  the  partners.  The 
salary  of  Harkness,  Sr.,  as  general  manager  of  the 
partnership,  was  fixed  at  75  per  cent  of  the  first  $100,- 
000  of  the  partnership  net  income.  There  was  no  pro- 
vision for  salaries   for  the   other  partners.   The  re- 


i'*No  collateral  was  required  on  either  note".  This  finding  ig- 
nores that  under  the  terms  of  the  partnership  agreement  the  chil- 
dren pledged  tlie  first  profits  derived  from  the  business  to  the  pay- 
ment of  the  notes,  and  also  that  the  notes  were  secured  by  their 
respective  interests  in  the  partnership  (R.  263,  119,  121). 
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mainder  of  the  first  $100,000  of  partnership  net  in- 
come was  to  be  divided  equally  among  the  partners, 
as  were  any  profits  over  that  amount.  Paragraph  three 
of  this  supplemental  agreement  stated: 

^It  is  understood  and  agreed  that  the  payment 
of  the  75%  of  the  net  income  as  provided  for,  is 
being  made  to  first  party  on  account  of  the  fact 
that  he  is  the  only  active  co-partner  in  said  busi- 
ness at  this  particular  time  and  will  continue  as 
such  during  the  duration  of  the  present  war.' 

**  During  January,  1943,  Harkness,  Sr.,  discussed 
with  the  Colgates  the  modifications  sought  by  Harriet 
Colgate  in  the  partnership  agreement  drafted  on  De- 
cember 31,  1942.  Harriet  withdrew  her  objections 
when  the  original  draft  was  altered  to  meet  her  de- 
mands. The  reformed  partnership  agreement  was 
signed  by  the  three  Harknesses  on  February  27,  1943, 
and  by  Harriet  Colgate  on  March  10,  1943''^'  (R.  258- 
259). 

^*In  February,  1943,  an  undivided  one-half  interest 
in  a  300-acre  vineyard  and  orchard  was  acquired  by 
Harkness,  Sr.,  Molly  Harkness,  Harkness,  Jr.  and 
Harriet  Colgate  as  tenants  in  common.  The  other  half 
interest  in  the  ranch  was  acquired  by  Chris  Sorenson 
and  his  wife.  Sorenson  was  a  supervisory  employee 
of  United  Packing  Co.  All  funds  for  purchase  of  the 
vineyard  were  supplied  by  United  Packing  Co.  and 
the  amount  loaned  to  Sorenson  was  repaid  to  the  com- 


-'At  this  point,  the  Tax  Court  quotes  in  full  the  partnei-ship 
agrecniciit.  This  insiruinent  is  set  forth  in  the  Appendix  to  this 
brief. 
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pany  by  him.  The  fifty  per  cent  interest  acquired  by 
the  Harknesses  and  Harriet  Colgate  was  inchided  as 
an  asset  of  United  Packing  Co.  and  subsequent  in- 
come therefrom  was  included  in  its  net  income.  Pre- 
viously on  January  16,  1943,  by  a  bill  of  sale  the  per- 
sonal property  on  the  River  Ranch  had  been  conveyed 
to  Chris  A.  Sorenson  and  Katherine  Sorenson,  his 
wife,  and  *  Floyd  J.  Harkness,  Molly  A.  Harkness, 
Harriet  Harkness  Colgate,  and  Floyd  J.  Harkness, 
Jr.,  co-partners,  doing  business  under  the  firm  name 
and  style  of  United  Packing  Co.,  a  co-partnership.^ 
Prior  to  these  f)urchases,  all  the  partners  were  con- 
sulted with  respect  to  them,  and  Harkness,  Jr.,  who 
was  familiar  with  the  land,  approved  the  transac- 
tions^' (R.  269-270). 

a*  *  *  3  Harriet  and  William  Colgate  were  absent 
from  Fresno  until  his  discharge  from  the  armed  serv- 
ices in  October,  1944,  so  consequently  she  performed 
no  services  for  United  Packing  Co.  during  the  year 
1943  nor  did  she  paii:icipate  in  the  management  of  its 
affairs.  Throughout  the  year  1943  until  December, 
Harkness,  Jr.,  was  stationed  at  Hamilton  Field,  Cali- 
fornia, approximately  six  hours  traveling  time  from 
Fresno,  and  frequently  visited  the  company's  office 
and  packing  plants  on  weekends.  While  he  was  un- 
able to  participate  in  the  business  activities,  yet  he 
discussed  its  problems  with  his  father  on  these  oc- 
casions. In  December,  1943,  Harkness,  Jr.,  went  over- 


"  During  the  year  1943  there  was  no  change  in  the  operations  of 
United  Packing  Co.  over  prior  years.  The  busineSvS  was  still  com- 
pletely under  the  control  of  Harkness,  Sr."  This  clearly  erroneous 
finding  is  contradicted  by  the  findings  that  precede  and  follow  it. 
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seas  with  the  Air  Corps  and  did  not  return  to  Fresno 
until  January,  1946. 

*'In  1943  United  Packing  Co.  earned  gross  pro- 
ceeds of  $2,572,905.53  and  a  net  income  of  $361,582. 
In  accordance  with  the  terms  of  the  supplemental 
agreement  Harkness,  Sr.,  was  paid  a  salary  of  $75,- 
000  and  Harkess  Sr.,  Molly  Harkness,  Harkness,  Jr., 
and  Harriet  Colgate  each  were  credited  with  $71,- 
645.50  as  their  respective  shares  of  the  profits. 

^^ Harriet's  credit  on  the  partnership  books  was  first 
applied  to  pay  off  the  principal  and  interest  on  her 
promissory  note  to  Harkness,  Sr.,  in  the  amount  of 
$35,942.82,  and  to  offset  prior  withdrawals  from  her 
capital  account  consisting  of  cash  in  the  amount  of 
$112.97  and  sums  of  $1,070.89  and  $31,423.67  paid  to 
the  collector  of  internal  revenue.  The  balance  of  $3,- 
095.15  which  she  left  in  the  business  at  the  close  of 
1943  was  withdrawn  in  1944  to  pay  for  taxes  and  per- 
sonal expenditures.  Of  the  $71,645.50  credited  to 
Harkness,  Jr.,  $34,495.08  was  turned  over  to  his 
father  to  pay  the  principal  and  interest  on  his  promis- 
sory note.  Of  the  remaining  $37,150.42  which  he  left 
in  the  business  in  1943,  young  Harkness  expended 
$331.58  for  his  own  use  in  1944''  (R.  270-271). 

**  United  Packing  Co.  filed  a  partnership  return  for 
the  year  1943,  reporting  a  net  income  of  $361,582, 
comjjensation  of  $75,000  paid  to  Harkness,  Sr.,  and 
the  distribution  of  $71,645.59  from  profits  to  each  of 
the  three  Harknesses  and  to  Harriet  Colgate. 

*' Harkness,  Sr.,  and  Molly  Harkness  filed  separate 
income  tax  returns  in  1943.  As  residents  of  a  com- 
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munity  property  state  each  reported  one-half  of  the 
total  income  of  $218,291  they  together  received  from 
United  Packing  Co.  in  1943,  or  $109,145.50. 

**In  his  notices  of  deficiency  sent  to  Petitioners  Re- 
spondent determined  that  the  net  income  of  United 
Packing  Co.  for  1943  was  $361,823  and  that  each 
Petitioner  realized  one-half  of  this  amount,  or  $180,- 
916,  as  community  property  income.  The  notice  of 
deficiency  sent  to  Harkness,  Sr.  stated  in  part: 

(a)  On  December  31,  1942,  you  and  your  wife 
Molly  A.  Harkness,  together  with  your  two  children, 
Floyd  James  Harkness,  Jr.,  and  Harriet  Harkness 
Colgate,  executed  an  instrument  purporting  to  create 
a  family  partnership.  Since  Floyd  James  Harkness, 
Jr.,  and  Harriet  Harkness  Colgate  contributed  no  cap- 
ital originating  with  themselves,  rendered  no  services 
to  the  business,  and  were  not  required  to  participate 
in  the  control  and  management  of  the  business  under 
the  terms  of  the  alleged  partnership  agreement,  it  is 
held  that  they  did  not  acquire  valid  partnership  in- 
terests in  the  United  Packing  Company.  Accordingly, 
profits  from  the  above-named  organization  are  re- 
allocated to  you  and  your  wife  on  a  community  prop- 
erty basis,  thus  increasing  your  taxable  income  by  $71,- 
770.50  as  shown  below. 

Total  net  profit  of  United  Packing  Co.  $361,832.00 
Your  community  one-half  share  180,916.00 

Amount  reported  on   return  109,145.50 


Adjustment — Increase  $  71,770.50 
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Similar  language  was  contained  in  the  notice  of  de- 
ficiency received  by  Molly  Harkness. 

''*  *  *'''  (R.  271-273). 

The  findings  of  fact  of  tlie  Tax  Court  end  with 
the  above  quotation  from  the  notice  of  deficiency 
transmitted  by  the  Respondent  to  the  Petitioners  and 
with  the  ultimate  finding  quoted  in  the  footnote  below. 
It  should  be  noted  at  this  point  that  neither  the  Tax 
Couii:  nor  the  Respondent  found  that  the  Petitioners' 
children  were  not  the  true  owners  of  the  capital  that 
they  contributed  to  the  partnership.  The  ownership 
by  Petitioners'  children  of  this  capital  is  conceded 
by  the  Tax  Court  and  the  Respondent,  but  the  valid- 
ity of  the  partnership  for  tax  purposes  is  disputed 
solely  because,  as  the  Respondent  stated  in  his  notices 
of  deficiency,  the  children  '*  contributed  no  cajjital 
originating  within  themselves ''"  (R.  272). 

It  should  likewise  be  noted  that  the  Tax  Court, 
in  making  its  findings,  limited  itself  to  a  considera- 
tion of  the  evidence  relating  to  the  years  which  pre- 
ceded the  formation  of  the  partnership  and  to  the 


^*'Tlie  three  Harknesses  and  Harriet  Colgate  had  no  intent  to 
join  together  in  conducting  the  business  of  United  Packing  Co.  as 
bona  lidc  partners  in  1943  and  thus  their  partnership  was  not  valid 
for  tax  purposes  that  year."  This  ultimate  finding  is  contrary  to 
the  findings  that  precede  it  and  is  contrary  to  the  evidence  in  the 
record  not  considered  by  the  Tax  Court. 

•'"'"This  indicates  a  basic  and  erroneous  assumption  that  one  can 
never  make  a  ^ift  to  a  member  of  one's  family  without  retaining  the 
essentials  of  ownership  if  the  gift  is  then  invested  in  a  family  part- 
nership." Commissioner  v.  Culhevtson,  337  U.  S.  732,  747,  fn.  18, 
93  L.  Ed.  1659,  1668  (1948).  The  instant  case  is  stronger  than  the 
one  envisaged  by  the  Supreme  Court.  Hei-e  we  are  dealing  with  an 
unimpeachable  sale — not  a  gift. 
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first  year  in  which  the  partnership  operated.  A  sub- 
stantial portion  of  the  evidence  in  the  record  relates 
to  the  performance  by  the  parties  of  the  partnership 
agreement  from  1944  to  1948.  All  of  this  evidence 
was  admitted  without  objection  on  the  part  of  coun- 
sel for  Respondent,  yet  the  Tax  Court  made  no  find- 
ings thereon.  This  evidence  discloses  that  Petitioners 
and  their  children  intended  to  and  did  join  together 
in  conducting  the  business  of  United  Packing  Co.  as 
bona  fide  partners  in  1943  and  in  all  subsequent  years. 

(b)  The  Facts  Which  the  Tax  Court  Did  Not  Consider. 

In  the  fall  of  1944,  Harriet  Colgate  and  her  hus- 
band returned  to  Fresno,  and  Colgate  immediately 
went  to  work  for  the  partnership.  He  worked  under 
the  supervision  of  Sorenson  a  very  short  while  (R. 
129,  153,  217-218).  Thereafter,  when  Sorenson  left 
the  employ  of  the  partnership,  on  January  15,  1945, 
William  Colgate  became  the  fifth  partner  in  the 
enterprise.  This  is  evidenced  by  a  supplemental 
agreement  dated  January  16,  1945  (R.  37-40,  Ex. 
2-B).  As  of  that  date,  Colgate  and  his  wife  each  be- 
came the  owners  of  an  undivided  one-eighth  interest 
in  the  partnership.  This  supplement  provided  that 
Colgate  would  be  employed  as  a  field  man,  receiving 
for  his  services  the  usual  field  man's  salary,  and 
further  provided  that  this  arrangement  with  Colgate 
was  to  continue  in  full  force  and  effect  until  the  re- 
turn of  Harkness,  Jr.  Ever  since  the  fall  of  1944, 
Colgate  has  continuously  rendered  services  to  the 
partnership,  and  since  January  of  1945  has  been  in 
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charge  of  the  operations  of  the  partnership  in  the 
Sanger-Clovis  area  (R.  129,  217-222). 

In  January  ol'  1946,  Harkness,  Jr.,  was  discharged 
from  the  Army  and  returned  to  Fresno,  and  forth- 
with began  to  render  services  to  the  partnership  (R. 
128,  229,  240-241).  On  January  11,  1946,  the  part- 
ners executed  a  further  supplemental  agreement.  This 
supplement  provided  that  Colgate  should  receive  as 
compensation  25%  of  the  net  profits  derived  from 
operations  in  the  Clovis-Sanger  districts  and  25% 
of  the  net  profits  derived  from  any  other  deals  ac- 
tively supervised  by  him.  Under  the  terms  of  the 
supplement,  Harkness,  Jr.,  was  appointed  assistant 
manager  of  all  operations  and  his  compensation  was 
fixed  at  25%  of  the  net  proceeds  of  the  partnership. 
The  supplement  also  reaffirmed  the  provision  fixing 
the  compensation  of  Harkness,  Sr.,  at  75%  of  the 
first  $100,000  of  partnership  net  income,  which,  as 
set  forth  in  the  supplement  of  January,  1943,  was  to 
be  in  effect  only  for  the  duration  of  the  war  (R.  75- 
77,  Ex.  8-H).  Harkness,  Jr.,  has  ever  since  January 
of  1946  continuously  rendered  services  to  the  copart- 
nership as  assistant  manager  (R.  230,  240-243). 

The  foregoing  facts  show  that  Petitioners'  son  and 
son-in-law  performed  their  commitments  to  render 
services  to  the  partnership  when  it  became  possible 
to  do  so.  The  facts  that  follow  show  that  the  parties 
complied  with  their  agreement  to  increase  the  capital 
of  the  partnership  and  that  Petitioners'  children  had 
full  and  untrammeled  control  of  their  share  of  th(» 
partnership  income. 
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Exhibit  *'6-F"  attached  to  the  stipulation  of  facts 
(R.  55-68)  accurately  reflects  the  condition  of  the 
books  of  account  of  the  partnership  in  so  far  as  the 
capital  accounts  of  the  five  partnerships  are  con- 
cerned. This  exhibit  shows  that,  whereas  the  partner- 
ship had  a  net  worth  of  $138,241.61  at  its  inception, 
it  had,  as  of  December  31,  1947,  a  capital  of  approxi- 
mately $260,000.00.  This  Exhibit  discloses  that,  as  of 
December,  1944,  from  accumulated  and  undistributed 
profits  earned  in  1943,  inchidin^  profits  from  the 
*' River  Ranch",  the  partners  made  the  following  con- 
tributions to  increase  the  capital  of  the  partnership: 
Floyd  Harkness,  Sr.,  and  Molly  A.  Harkness,  $60,- 
879.19;  Floyd  J.  Harkness,  Jr.,  $30,439.60;  Harriet 
and  William  H.  Colgate,  $30,439.60. 

Exhibit  *'6-F"  also  shows  that  as  of  December  31, 
1947,  Petitioners  had  as  capital,  undistributed  profits, 
and  salaries  payable  to  them  of  $385,367.58,  as  com- 
pared to  $105,688.12  for  Harkness,  Jr.,  and  $121,- 
650.11  for  Harriet  Colgate  and  her  husband. 

Exhibit  ^^6-F"  also  clearly  shows  that  there  has 
been  a  proportionate  distribution  of  earnings  to  the 
members  of  the  partnership.  This  Exhibit  speaks  for 
itself,  but  for  the  convenience  of  the  Coui't  and  for 
the  further  purpose  of  demonstrating  that  not  only 
have  such  distributions  been  made  on  paper,  but  have 
in  fact  been  made,  we  are  submitting  for  the  Court's 
consideration  summaries  of  analyses  of  the  capital  ac- 
counts of  Floyd  J.  Harkness,  Jr.,  and  Harriet  and 
William  H.  Colgate  for  the  period  1943-1947. 
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Summary  of  Analysis  of  Disposition  of  Income 
OF  Fix)YD  J.  Harkness,  Jr. 
Gross  Income  : 
Salaiy  (1946-1947)  $111,619.88 

Profits  (1943-1947)  220,120.15 

Other  credits  to  account  8,040.05 


Total  gross  income  $339,780.08 

Disposition  of  Gross  Income 
Taxes : 

Collector   of    Internal    Revenue    (1943- 
1947)  $106,515.98 

State  income  taxes  (1943-1947)  7,568.84 


Total  taxes  $114,084.82 


Gross  income  after  taxes  $225,695.26 

Disposition    of    Gross    Income    After 

Taxes: 
Payments  on  Note  and  Contributions  to 
Capital  : 
Payment   of   principal   and   interest   to 

petitioners  December  31,  1943  $  34,495.08 

Additional  contribution  to  partnership 

capital,  December  31,  1944  30,439.60 


Total  payments  $  64,934.68 


Balance  of  gross  income  $160,760.58 

Disposition  of  Gross  Income  After  Pay- 
ment OF  Note  and  Contribution  to 
Capital  : 
Salary  and  ^liscellaneous  Withdrawals : 

Salary  withdrawals  (1946-1947)  $111,619.88 

Miscellaneous  withdrawals    (1943-47)  9,864.63 


Total  withdrawals  $121,484.51 


39.276.07 
Balance  in  account  on  January  1,  1943  1,412.05 


Balance  December  31.  1947  $40,688.12 
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Summary  of  Analysis  of  Disposition  of  Income  of  William 
H.  Colgate  and  Harriet  Harkness  Colgate  (1943-1947) 

Gross  Income  : 

Salary  (1944-1947)  $  88,408.24 

Profits  (1943-1947)  220,120.15 

Other  credits  to  account  3,994.00 


Total  gross  income  $312,422.39 

Disposition  of  Gross  Income 
Taxes : 

Collector   of   Internal    Revenue    (1943- 

1947)  $  84,954.08 

State  income  taxes  (1943-1947)  4,297.30 


Total  taxes  $89,251.38 


Gross  income  after  taxes  $223,171.01 

Disposition    of    Gross    Income    After 

Taxes: 
Payments  on  Note  and  Contributions  to 
Capital : 

Payment  of  principal  and  interest  to  pe- 
titioners, December  31,  1943  $  35,942.82 
Additional  contribution  to  partnership 

capital,  December  31,  1944  30,439.60 


Total  payments  $66,382.42 


Balance  on  gross  income  $156,788.59 

Disposition  of  Balance  of  Gross  Income  : 

Salary    and    Miscellaneous   Withdrawals: 

Salary  withdrawals  (1944-1947)  $88,308.24 

Miscellaneous  withdrawals   (1944-1947)       11,830.24 


Total  withdrawals  $100,138.48 


Balance  December  31,  1947  $  56,650.11 

The  Court  will  observe  that,  in  the  case  of  Harkness, 
Jr.,  after  his  return  from  Army  service,  he  actually 
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withdrew  $121,484.51  from  a  gross  iiicome,  after  taxes, 
of  $225,695.26. 

In  the  ease  of  Harriet  Colgate  and  her  Imsband,  this 
summary  discloses  that,  during  the  period  1944-1947, 
they  actually  withdrew  $100,138.48  from  a  gross  in- 
come, after  taxes,  of  $223,171.01. 

These  withdrawals,  expressed  in  percentages,  show 
that  Harkness,  Jr.  withdrew  56.5%  of  gross  income, 
after  taxes,  and  that  Harriet  Colgate  and  her  husband 
withdrew  47.6%  of  gross  income  after  taxes. 


SPECIFICATIONS  OP  ERROR. 

1.  The  following  ultimate  finding  of  the  Tax  Court 
is  contrary  to  its  evidentiary  findings : 

*^The  three  Harknesses  and  Harriet  Colgate  had 
no  intent  to  join  together  in  conducting  the  busi- 
ness of  United  Packing  Co.  as  bona  fide  y)artners 
in  1943,  and  thus  their  partnership  was  not  valid 
for  tax  purposes  in  that  year." 

2.  The  ultimate  finding  set  forth  in  1.  al)ove  is 
based  upon  a  misapplication  of  the  law. 

3.  The  ultimate  finding  set  forth  in  1.  above  is 
clearly  erroneous  because  it  is  against  the  clear  weight 
of  the  evidence  and  is  arrived  at  by  accepting  part  of 
the  evidence  and  totally  disregarding  other  convincing 
evidence. 

4.  The  following  finding  of  fact  is  clearly  errone- 
ous because  it  is  against  the  clear  weight  of  evidence 
and  is  arrived  at  by  accepting  part  of  the  evidence 
and  totally  disregarding  other  convincing  evidence: 


24 


^^During  the  year  1943  there  was  no  change  in  the 
operation  of  the  United  Packing  Co.  over  prior 
years.  The  business  was  still  completely  under  the 
control  of  Harkness,  Sr." 

5.  The  followng  ultimate  finding  of  tlie  Tax  Court 
is  contrary  to  its  evidentiary  findings : 

**No  collateral  was  required  on  either  note.'' 

6.  The  ultimate  finding  set  forth  in  5.  above  is 
clearly  erroneous  because  it  is  against  the  clear  weight 
of  the  evidence. 

7.  The  Tax  Court  erred  in  not  finding,  as  the  rec- 
ord shows,  that  Floyd  J.  Harkness,  Jr.,  upon  his  re- 
turn from  the  Army  in  January,  1946,  was  appointed 
Assistant  General  Manager  of  the  partnership  busi- 
ness, and  has  ever  since  that  time,  and  up  to  January 
11,  1949,  the  date  of  the  hearing  of  this  case,  rendered 
substantial  managerial  services  to  the  business. 

8.  The  Tax  Court  erred  in  not  finding,  as  the  rec- 
ord shows,  that  duiing  the  year  1946  Floyd  J.  Hark- 
ness, Jr.,  received  the  sum  of  $57,984.85,  and  during 
the  year  1947  the  sum  of  $53,635.13,  as  salary  foi*  each 
of  said  years  for  services  rendered  as  such  Assistant 
Greneral  Manager. 

9.  The  Tax  Court  erred  in  not  finding,  as  the  rec- 
ord shows,  that  during  tJie  period  1946  to  1947  Floyd 
J.  Harkness,  Jr.,  witlidrew  from  the  partiiei'slii])  busi- 
ness a  total  sum  of  $121,484.51. 

10.  The  Tax  Court  erred  in  not  finding,  as  the  rec- 
ord shows,  that  William  Colgate  was  discharged  from 
the  Army  in  the  Fall  of  1944,  and  immediately  went  to. 
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work  for  the  partnership,  and  in  not  finding  that  in 
January,  1945,  William  Colgate  became  a  fifth  part- 
ner in  the  enterprise. 

11.  The  Tax  Court  erred  in  not  finding-,  as  the 
record  shows,  that  William  Colgate  has  ever  since 
January,  1945,  been  the  Manager  of  the  Clovis-Sanger 
District  of  the  partnershi])  and  has  rendered  substan- 
tial services  of  a  supervisory  and  managerial  nature 
to  the  partnership,  and  in  not  finding  that  he  has  re- 
ceived the  following  compensation  for  his  services: 
1944,  $450.00;  1945,  $5,275.00;  1946,  $46,554.79;  1947, 
$35,928.45. 

12.  The  Tax  Court  erred  in  not  finding,  as  the 
record  shows,  that  during  the  period  1944  to  1947 
William  Colgate  and  Harriet  Colgate  have  withdrawn 
$100,138.48  from  the  partnership. 

13.  The  Tax  Court  erred  in  not  finding,  as  the 
record  shows,  as  a  whole,  that  Floyd  'J.  TIarkness, 
Jr.,  and  Harriet  Colgate  were  and  have  ))een  ever 
since  January  1,  1943,  the  true  owners  of  an  un- 
divided interest  in  the  assets  of  the  partnership. 

14.  The  Tax  Court  erred  in  not  finding,  as  the 
record  shows,  as  a  whole,  that  Floyd  J.  Harkness,  Jr., 
and  William  Colgate  made,  as  of  the  date  of  the  for- 
mation of  the  partnership,  a  commitment  to  render 
services  to  the  partnership  as  soon  as  circumstances 
permitted. 

15.  The  Tax  Court  erred  in  not  finding,  as  the 
record  shows,  that  Petitioners  and  Harriet  Colgate 
and  Floyd  J.  Harkness,  Jr.,  intended  to. join  together 
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in  conducting  the  business  of  United  Packing  Co.  as 
bona  fide  partners  in  1943  and  that  their  partnership 
was  valid  for  tax  i:)urposes  for  that  year. 

16.  The  Tax  Court  erred  in  that  its  decision  herein 
is  contrary  to  the  applicable  decisions  of  the  Supreme 
Court  of  the  United  States.  {Commissioner  of  In- 
ternfil  Revenite  v.  Culbertson,  337  U.S.  733,  93  L.Ed. 
1659  (1949)  ;  Commissioner  of  Internal  Revenue  v. 
Tower,  327  U.S.  280,  90  L.Ed.  670  (1946)). 

17.  The  Tax  Court  erred  herein  in  that  its  decision 
is  contrary  to  the  applicable  decisions  of  the  Tax 
Court  heretofore  made.  (Issac  Blumberg,  11  T.C. 
663  (1948)). 

18.  The  Tax  Court  erred  in  finding,  contrary  to 
the  record,  deficiencies  for  the  year  1943,  in  lieu  of  a 
finding  that  there  is  no  income  tax  due  from  Petition- 
ers for  said  year. 


SUMMARY  OF  ARGUMENT. 
I.  This  court  is  fully  empowered  to  review  and 
reverse  the  Tax  Court's  decision  that  the  Petitioners 
and  their  children  did  not  intend  to  join  together  for 
the  purpose  of  carrying  on  the  business  and  sharing 
the  profits  and  losses,  in  the  same  manner  and  to  the 
same  extent  as  a  decision  of  the  District  Court.  Under 
rule  52  (a),  Federal  Rules  of  Civil  Procedure  as  in- 
terpreted by  the  courts,  findings  of  fact  by  the  Trial 
Court  are  clearly  erroneous  if  not  supported  by  sub- 
stantial evidence,  and  this  Court  is  free  to  draw  its 
own  inference  and  conclusions  from  the  fijidings  of 
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fact  and  the  evidence.  The  Tax  Court  has  disregarded 
material  and  uncontradicted  evidence  and  has  failed 
to  give  effect  to  many  of  its  own  findings  of  fact. 
Instead  it  has  made  inferences  and  conclusions  un- 
supported by  the  evidence  and  in  some  instances,  in- 
consistent with  its  own  findings  of  fact. 

II.  The  Tax  Court  erred  in  that  its  decision  is 
contrary  to  the  applicable  decisions  of  the  Supreme 
Court  of  the  United  States. 

A.  The  Tax  Court  determined  that  no  valid 
partnership  within  the  meaning  of  the  tax  laws 
existed  because  Petitioners'  children  did  not  con- 
tribute original  capital  or  vital  services.  In  this 
the  Tax  Court  erred  because  under  the  teaching 
of  Commissioner  v.  Culbertson  (337  U.S.  733,  93 
L.  ed.  1659  (1949)),  the  issue  is  not  whether  the 
members  of  a  family  partnership  contributed 
original  capital,  or  vital  services,  but  whether 
the  partners  really  and  truly  intended  to  join 
together  for  the  purpose  of  carrying  on  the  busi- 
ness, and  sharing  the  profits  and  losses. 

B.  The  evidence  in  this  case  shows  that  Pe- 
titioners' children  were  the  true  owners  of  the 
capital  contributed  by  them  to  the  partnership, 
and  under  the  rule  of  the  Cidhertson  case  the 
bona  fide  intent  to  join  together  in  a  partnership 
is  determined  by  ascertaining  whether  the  alleged 
partners  contributed  services  or  capital  of  which 
they  were  the  true  owners.  The  Tax  Court  did 
not  consider  the  evidence  showing  that  Petition- 
ers' children  were  the  true  owners  of  the  capital 
contributed  by  them  to  the  partnership  and  in 
this  the  Tax  Court  erred. 
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C.  The  Tax  Court  did  not  give  any  consid- 
eration to  the  evidence  showing  the  good  faith  of 
the  parties,  and  placed  its  own  values  on  the  con- 
sideration given  by  Petitioners'  children  for  their 
respective  shares  in  the  partnership.  In  this  the 
Tax  Court  erred.  The  applicable  decisions  show 
that  the  predominant  factor  to  be  considered  is 
the  good  faith  and  legitimate  purpose  of  the  par- 
ties in  forming  the  partnership.  The  applicable 
decisions  also  require,  when  the  evidence  discloses 
that  there  is  room  for  an  honest  difference  of 
opinion  that  the  Tax  Court  refrain  from  placing 
its  own  values  on  the  consideration  given  for  an 
interest  in  a  partnership.  In  this  case  the  evi- 
dence shows  that  Petitioners,  received  ample  con- 
sideration for  the  property  sold  to  their  children. 

III.  The  Tax  Court  erred  in  making  findings  that 
are  contrary  to  the  record  and  in  failing  to  consider 
and  make  findings  on  evidence  showing  the  conduct  of 
the  parties  in  years  su])sequent  to  the  tax  year  in  ques- 
tion. 

A.  The  record  contains  evidence  of  events 
that  occurred  in  the  years  subsequent  to  the  tax 
year  in  question.  This  evidence  was  relevant  on 
the  issue  of  good  faith.  The  Tax  Court  did  not 
consider  this  evidence  in  making  its  findings,  and 
under  the  applicable  decisions  this  was  error. 

B.  The  Tax  Court  erred  in  finding  that  dur- 
ing the  year  1943  the  business  of  the  partnership 
was  still  under  the  control  of  Harkness,  Sr.  This 
is  contrary  to  the  record  and  fails  to  give  effect 
to  the  intent  and  good  faith  of  the  parties. 

C.  The  Tax  Court  erred  in  concluding  that 
Petitioners'  children  did  not  have  unhampered 
enjoyment  of  their  respective  shares  of  the  prof- 
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its  of  the  business.  This  conclusion  is  unreason 
able  and  contrary  to  the  record. 


STATUTES  INVOLVED. 

The  applicable  provisions  of  the  Internal  Revenue 
Code  pertinent  to  the  issue  herein  involved  are  as 
follows : 

Sec.  11,  Internal  Revenue  Code  (26  U.S.C.A.  §11) 

Normal  Tax  on  Individuals. 

^^  There  shall  be  levied,  collected  and  paid  for 
each  taxable  year  upon  the  xi^i  income  of  every 
individual  a  normal  tax  determined  by  computing 
a  tentative  normal  tax  of  3  per  centum  of  the 
amount  of  the  net  income  in  excess  of  the  credits 
against  net  income  provided  in  section  25,  and 
by  reducing  such  tentative  normal  tax  as  pro- 
vided in  Section  12  (c)  .  .  ." 

Sec.  22  (a).  Internal  Revenue  Code  (26  U.S.C.A. 
§22(a)) 

Gross  Income — General  Definition. 

''(a)  General  Definition.  —  ^Gross  Income' 
includes  gains,  profits,  and  income  derived  from 
salaries,  wages,  or  compensation  for  personal 
service  (including  personal  service  as  an  officer 
or  employee  of  a  State,  or  any  political  subdi- 
vision thereof,  or  any  agency  or  instrumentality 
of  any  one  or  more  of  the  foregoing),  of  what- 
ever kind  and  in  whatever  form  paid,  or  from 
professions,  vocations,  trades,  businesses,  com- 
merce, 01"  sales,  or  dealings  in  property,  whether 
real  or  personal,  growing  out  of  the  ownership  or 
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use  of  or  interest  in  such  property;  also  from 
interest,  rent,  dividends,  securities  or  the  trans- 
action of  any  business  carried  on  for  gain  or 
profit,  or  gains  or  profits  and  income  derived 
from  any  source  whatever  .  .  .'' 

Sec.   181,    Internal    Revenue    Code     (26  U.S.C.A. 
§181) 

Partnership  Not  Taxable. 

^^Individuals  carrying  on  business  in  partner- 
ship shall  be  liable  for  income  tax  only  in  their 
individual  capacity. 


>> 


Sec.  182  (c).  Internal  Revenue  Code  (26  U.S.C.A. 
§182(c)) 

Tax  of  Partners. 

^^In  computing  the  net  income  of  each  part- 
ner, he  shall  include,  whether  or  not  distribution 
is  made  to  him  .  .  . 

(c)  His  distributive  share  of  the  ordinary  net 
income  or  the  ordinary  net  loss  of  the  ])artner- 
ship,  computed  as  provided  in  section  183(b).'' 


ARGUMENT. 
I. 

ISSUES  AS  TO  THE  REALITY  OF  A  PARTNERSHIP  WITHIN  THE 
MEANING  OF  THE  FEDERAL  REVENUE  LAWS  ARE  FULLY 
REVIEWABLE  BY  THIS  COURT. 

The  reality  of  a  partnership  within  the  meaning 
of  the  applicable  sections  of  the  Internal  Revenue 
Code  is  dependent  upon  whether  the  facts  disclosed 
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by  the  record  show  that  the  parties  involved  really 
and  truly  intended  to  join  together  for  the  purpose  of 
carrying  on  a  business,  and  sharing  in  the  profits  and 
losses  or  both. 

Commissioner  v.  Tower,  327  U.S.  280,  287,  90 

L.Ed.  670,  675  (1946); 
Liisthaus  v.  Commissioner,  327  U.S.  293,  90  L. 

Ed.  679  (1946)  ; 
Blnmherg  v.  Commissioner,  11  T.C.  663,  668- 

669   (1948); 
Hirsch   v.   Commissioner,   7   T.C.M.,   932,   937 
(1948). 

The  issues  as  to  the  reality  of  the  partnership 
herein  involved  were  submitted  to  the  Tax  Court  on 
a  record  which  discloses  no  conflict  in  the  evidence. 
All  the  evidence,  oral  and  documentary  was  pre- 
sented by  the  Petitioners.  The  Respondent  offered 
no  evidence  to  contradict  the  showing  made  by  the 
Petitioners.  We,  therefore,  upon  submitting  the  case 
to  the  Tax  Court  argued  that  the  rebuttable  presump- 
tion in  favor  of  the  Respondents'  deficiency  assess- 
ment had  been  entirely  dispelled  and  that  the  Tax 
Court  should  find  that  the  Petitioners  and  their  chil- 
dren really  and  truly  intended  to  join  together  for 
the  purpose  of  carrying  on  the  business  and  sharing 
in  the  pi'ofits  and  losses.  In  making  our  argument  to 
the  Tax  Court  we  said: 

**  There  are  involved  in  this  case,  as  stated 
heretofore,  Sections  22(a),  181,  182,  183  and  3797 
of  the  Internal  Revenue  Code  and  the  Regula- 
tions applicable  thereto  issued  by  the  Commis- 
sioner.   These   statutes    and   the    Commissioner's 
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Regulations  do  not,  by  their  express  terms  or  by 
the  necessary  implication  therefrom,  raise  a  pre- 
sumption of  liability  or  bad  faith  whenever  a 
family  transaction  is  involved.  In  addition,  it 
should  be  borne  in  mind  that  sul^stance  and  not 
form  controls  in  applying  income  tax  statutes, 
and  that  the  realities  of  economics  and  human  be- 
havior, rather  than  the  minutiae  of  detail  which  a 
lawyer  inserted  or  omitted  from  a  partnership 
agreement,  should  determine  whether  a  partner- 
ship is  a  sham  or  a  device.  (Doll  v.  Commissioner 
of  Internal  Revenue,  149  Fed.  (2d)  239.)  In  this 
connection,  we  also  respectfully  point  out  that 
there  is  nothing  in  the  express  language  of  the 
statutes  involved  or  in  the  judicial  decisions  in- 
terpreting them  which  requires  the  Commissioner 
to  disregard  or  stigmatize  as  a  sham  that  most 
natural  of  parental  impulses — to  give  the  children 
a  better  start  in  life  by  bringing  them  into  the 
business. 

In  the  light  of  the  foregoing  we  contend  that 
the  Commissioner  cannot,  as  he  has,  attempt  to 
make  his  case  solely  on  the  fact  that  the  partner- 
ship here  in  question  is  cast  in  the  form  of  an 
intra-family  transaction,  but  should  have  estab- 
lished by  relevant  and  material  evidence  that  in 
substance  and  in  fact  it  was  a  sham  and  a  device 
to  escape  the  payment  of  income  taxes.  At  this 
point  it  appears  proper  to  ask  this  Court  to  ju- 
dicially notice,  as  it  has  in  the  past,  that  bringing 
the  sons  and  daughters  into  the  family  business 
and  making  provision  for  them  is  one  of  the  or- 
dinary and  natural  transactions  of  life.    (Isaac 

Bliimherg  v.  Commissioner,  11  T.C.  No.  80; 

Fischer  v.  Commissioner,  5  T.C.  506  at  516.)  ^In 
the  ordinary  transactions  of  life,'  says  a  noted 
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writer  on  the  law  of  evidence,  ^fairness  and  hon- 
esty are  presumed,  and  conveyances,  sales  and 
contracts  generally  are  presumed  to  have  been 
made  in  good  faith  until  the  contrary  appears.' 
{Jones,  Commentaries  on  Eviderice,  Vol.  1,  Sec. 
13,  pp.  99-100.) 

The  Commissioner  did  not  introduce  or  offer 
any  evidence  to  controvert  the  case  made  by  the 
Petitioners,  and  there  are  no  presumptions  on 
which  he  can  rely  to  make  up  for  his  entire  lack 
of  proof.  At  the  outset  the  Commissioner  had  in 
his  favor  the  presumption  that  his  assessment 
was  prima  facie  correct.  This  presumption  of 
convenience  means  no  more  Hhan  that,  in  absence 
of  evidence  to  the  contrary,  his  action  will  be 
upheld,  ])ut  once  there  is  .  .  .  contrary  evidence, 
this  presumption  vanishes  and  the  case  is  wide 
open.'  {Mertens,  Law  of  Federal  Income  Taxa- 
tion, Vol.  9,  Sec.  50.71,  pp.  296,  297.)  This  pre- 
sumption is  a  so-called  Hrue'  presumption,  or  a 
presumption  of  convenience,  and  is  not  regarded 
as  evidence.  It  is  merely  a  convenient  device  to 
shift  to  the  petitioners  the  burden  of  going  for- 
ivard  with,  as  distinguished  from  the  actual  bur- 
den of,  proof.  In  the  instant  case,  this  Hrue'  pre- 
sumption ceased  to  exist  when  the  Petitioners 
carried  the  burden  of  going  forward  with  the 
proof.  Under  elementary  principles,  therefore, 
we  respectfully  request  this  Court  to  find  that 
the  transactions  disclosed  by  the  evidence  were 
honest,  fair  and  regular,  and  that  they  show  an 
intent  on  the  part  of  the  Petitioners  really  and 
truly  to  form  a  partnership  with  their  children. 
{Mertevs,  op.  cit.  Vol.  9,  Sec.  50.71,  p.  297;  Cyclo- 
pedia of  Federal  Procedure,  (2d  Ed.),  Vol.  7,  Sec. 
3169,  p.  191  et  seq. ;  United  States  v.  Rindskopf, 
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105  U.S.  418,  26  L.Ed.  1131.)  In  making  the  fore- 
going statement  we  are  cognizant  of  the  fact  that 
in  transactions  involving  a  family  or  economic 
unit  ^a  special  scrutiny  is  necessary.'  Helvenng 
V,  Clifford,  309  U.S.  331,  84  L.Ed.  788;  Doll  v. 
Commissioner,  supra.)  We  are  likewise  aware 
that  the  Court  is  not  compelled  to  accept  l)lindly 
the  uncontroverted  evidence  if  it  is  contrary  to 
common  experience.  We  submit,  however,  that 
this  last  mentioned  principle,  even  if  applied 
with  the  utmost  strictness  to  the  evidence  in  the 
instant  case,  will  furnish  no  basis  for  the  con- 
tention of  the  Commissioner.  We  say  this  because 
we  have  here  a  case  where  the  intentions  of  the 
parties  are  well  evidenced  by  the  clear  terms  of 
the  contract  entered  into,  and  the  acts  of  the 
parties  prior,  and  subsequent  thereto  in  carrying 
out  its  terms.  There  is  nothing  in  this  uncontra- 
dicted evidence  which  can  be  said  to  be  contrary 
to  common  experience." 

We  assume  that  our  argument  and  the  record  con- 
vinced the  Tax  Court  because  it  accepted  the  evidence 
proffered  by  the  Petitioners  and  made  findings  there- 
on showing  that  Petitioners'  children  were  the  own- 
ers of  the  proi^erty  contributed  to  the  partnership, 
that  the  partnership  was  entered  into  for  good  and 
sufficient  business  reasons  and  that  tax  avoidance  was 
not  a  primary  consideration  motivating  the  Petition- 
ers in  making  this  arrangement  with  the  children. 
Nevertheless,  the  Tax  Court  held  the  partnership 
not  valid  for  tax  purposes,  on  the  theory  that  the 
partnership  contract  had  remained  executory  or  had 
been  frustrated  because  Petitioners'  children  had  not 
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contributed  during  the  tax  year  in  question  '*  original 
capital''  and  had  not  rendered  ^S'ital  services." 

This  matter  was  submitted  to  the  Tax  Court  prior 
to  the  Supreme  Court's  decision  in  Commissioner  v. 
Culbertson,  337  U.S.  733,  93  L.Ed.  1659  (1949),  but 
the  Tax  Court  decided  the  case  after  the  Supreme 
Court  rendered  its  decision  in  that  case.  In  Commis- 
sioner V.  Ctilbertson,  supra,  the  Supreme  Court  pains- 
takingly reviewed  Commissioner  v.  Totver,  and  Lust- 
halts  V,  Commissioner,  supra,  and  other  cases  bear- 
ing on  the  subject,  and  after  making  this  review, 
advised  the  Tax  Court  that  it  could  not  make  find- 
ings in  cases  involving  family  partnerships  by  merely 
applying  the  objective  tests  of  ^^ original  capital'' 
and  ''vital  services."  The  Supreme  Court  told  the 
Tax  Coui't  that  it  must  make  an  inquiry  into  the 
subjective,  and  determine  the  true  intent  of  the  par- 
ties, and  that  in  determining  the  true  intent  it  should 
consider  all  the  facts — *Hhe  agreement,  the  conduct 
of  the  parties  in  execution  of  its  provisions,  their 
statements,  the  testimony  of  disinterested  persons,  the 
relationship  of  the  parties,  their  respective  abilities 
and  capital  contributions,  the  actual  control  of  income 
and  the  purposes  for  which  it  is  used,  and  any  other 
facts  throwing  light  on  their  true  intent  ..."  (Com- 
missioner V,  Culbertson,  supra,  337  U.S.  742.) 

That  the  Tax  Court  did  not  decide  this  case  in  ac- 
cordance with  the  admonitions  of  the  Supreme  Court 
is  clear  from  a  mere  reading  of  the  Tax  Court's  opin- 
ion. It  is  equally  clear  that  it  drew  erroneous  infer- 
ences from  the  uncontradicted  evidence  and  that   it 
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made  ultimate  findings  contrary  to  its  evidentiary 
findings  and  other  evidence  in  the  record  not  consid- 
ered by  it. 

In  reviewing  the  Tax  Court's  findings  as  to  the 
reality  of  the  partnership,  this  Court  is  fully  author- 
ized to  consider  all  the  evidentiary  facts  and  circum- 
stances, and  to  reverse  the  Tax  Court  where  they  do 
not  support  or  are  inconsistent  with  the  ultimate  find- 
ings. 

Limitations  upon  the  scope  of  review  of  such  issues 
by  the  Courts  of  Appeals,  imposed  by  a  series  of  Su- 
preme Court  decisions  culminating  in  Dohson  v.  Com- 
missioner,  321  U.  S.  231,  88  L.Ed.  691  (1944),  have 
been  removed  by  1948  legislation.  Section  1141  (a), 
Internal  Revenue  Code,  as  amended  by  Section  36  of 
the  Act  of  June  25,  1948  (Public  Law  773,  80th  Cong., 
2nd  Sess.),  62  Stat.  646,  provides  that  the  Courts  of 
Appeals  have  jurisdiction  to  review  the  decisions  of 
the  Tax  Court  ^"in  the  same  manner  and  to  the  same 
extent  as  decisions  of  the  District  Courts  in  civil  ac- 
tions tried  without  a  jury.''  This  reads  into  the  In- 
ternal Revenue  Code  the  provisions  of  Section  52  (a) 
of  the  Federal  Rules  of  Civil  Procedure. 

Grace  Bros,  v.  Commissioner,  173  F.  (2d)  170 
(C.A.  9,  1949)  ; 

Estate  of  Stdlivan  v.  Commissioner ,  175  F.  (2d) 
657  (C.A.  9,  1949). 

In  the  application  of  rule  52  (a),  two  basic  prin- 
ciples are  established  by  numerous  decisions: 

1.  This  Court  may  review  both  the  facts  as  found 
by  the  trial  Court  and  the  evidence  upon  which  those 
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facts  are  based.  If  the  findings  of  fact  are  not  sup- 
ported by  substantial  evidence  they  are  clearly  erro- 
neous within  the  meaning  of  rule  52  (a),  and  this 
Court  is  not  bound  by  those  findings. 

2.  This  Court  is  never  bound  by  the  inferences  and 
conckisions  drawn  by  the  trial  Court  from  its  findings 
of  fact,  but  is  always  free  to  draw  its  own  inferences 
and  conclusions  from  the  findings  and  the  evidence. 

These  two  basic  principles  are  accepted  and  ap- 
plied by  this  Court  in  Estate  of  Gillette  v.  Commis- 
sioner, 182  F.   (2d)   1010,  1013-1014   (C.A.  9,  1950). 

In  the  present  case  the  evidentiary  facts  are  not 
in  conflict  or  dispute.  This  Court  is  not  asked  to  de- 
termine the  credibility  of  witnesses  or  to  resolve  a 
conflict  in  the  evidence.  The  issue  before  this  Court 
is  whether  petitioners  and  their  children  truly  in- 
tended to  enter  into  a  partnership  relationship.  The 
resolution  of  this  issue  does  not  require  reliance  upon 
the  Tax  Court's  expertness  in  tax  matters. 

In  Estate  of  Gillette  v.  Commissioner,  supra,  a  case 
not  involving  a  technical  tax  question,  the  Court  said : 
^^It  is  commonly  stated,  and  properly  so,  that 
due  respect  should  be  given  to  the  Tax  Court's 
expertness  in  tax  matters.  While  in  most  circum- 
stances such  respect  would  weigh  heavily,  we  are 
not  impressed  by  it  here  where  the  ultimate  in- 
ference of  fact  must  be  as  to  what  the  decedent 
contemplated  as  the  driving  reason  for  his  ac- 
tions regarding  his  property.  In  this  duty,  which 
does  not  bring  technical  tax  questions  into  play, 
it  is  in  no  way  derogatory  to  the  Tax  Court  to 
say   that   United  States  Courts  of  Appeals   are 
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as  well  equipped  to  draw  inferences  as  is  the  Tax 
Court  and  for  that  reason  the  Tax  Court  decision 
calls  for  little  more  weight  than  its  logic  sug- 
gests." 

There  being  no  conflict  in  evidence,  and  there  being 
no  technical  questions  upon  which  the  expert  judg- 
ment of  the  Tax  Court  might  be  determinative,  this 
Court  has  full  freedom  to  review  the  issues  presented, 
and  the  findings  of  the  Tax  Court. 

Much  of  the  uncontradicted  evidence  considered 
material  by  the  petitioners  was  disregarded  in  the  Tax 
Court's  findings  and  opinion,  but  the  principal  error 
made  by  the  Tax  Court  was  in  failing  to  give  effect  to 
many  of  its  own  findings  of  fact.  It  has  drawn  infer- 
ences and  reached  conclusions  that  are  unsupported  by 
the  evidence,  and  in  some  instances  are  inconsistent 
with  its  own  findings  of  fact. 

The  action  of  the  Tax  Court  can  thus  be  character- 
ized by  Mr.  Justice  Reed's  statement  in  his  dissenting 
opinion  in  Lusthaus  v.  Commissioner  of  lyiternal  Rev- 
enue, supra,  where  he  stated: 

'^The  suggestions  seems  to  be  that  an  inference 
of  intention  entirely  contrary  to  all  the  primary 
facts  may  be  deduced  at  will  and  without  chal- 
lenge by  the  tax  court.''  (327  U.  S.  302,  90  L.  Ed. 
687.) 

This  court  is  empowered  in  this  case  to  review  the 
evidence  adduced  at  the  hearing  to  draw  the  proper 
inferences  or  conclusions  therefrom  and  to  determine 
the  ultimate  fact  that  the  three  Harknesses  and  Har- 
riet Colgate  intended  to  join  together  in  conducting 
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the  busineSvS  of  United  Packing  Co.  as  bona  fide  part- 
ners in  1943  and  thus  their  partnership  is  valid  for 
tax  purposes  in  that  year. 


II. 

THE  TAX  COURT  ERRED  IN  THAT  ITS  DECISION  IS  CONTRARY 
TO  THE  APPLICABLE  DEGISIOITS  OF  THE  SUPREME  COURT 
OF  THE  UNITED  STATES. 

A.  The  Tax  Court  Failed  to  Apply  the  "Reality  Test"  as  to  the 
Existence  of  a  Family  Partnership  Set  Forth  in  Commis- 
sioner V.  Culbertson. 

The  Supreme  Court,  in  Cidhertson  v.  Commissioner, 
supra,  established  that  the  reality  of  a  partnership  for 
tax  purposes  should  be  determined  on  whether  or  not 
the  parties  truly  intended  to  join  together  in  conduct- 
ing a  business.  It  rejected  as  invalid  tests  which  do 
not  take  into  account  the  intent  of  the  parties.  In  this 
connection  the  Supreme  Court  said: 

''But  the  Tax  Court  did  not  view  the  question 
as  one  concerning  the  bona  fide  intent  of  the  par- 
ties to  join  together  as  partners.  Not  once  in  its 
opinion  is  there  even  an  oblique  reference  to  any 
lack  of  intent  on  the  part  of  respondent  and  his 
sons  to  combine  their  capital  and  services  'for  the 
purpose  of  carrying  on  the  business.'  Instead,  the 
court,  focusing  entirely  upon  concepts  of  'vital 
services'  and  'original  capital,'  simply  decided 
that  the  alleged  partners  had  not  satisfied  those 
tests  when  the  facts  were  compared  with  those  in 
the  Tower  Case.  The  Court's  opinion  is  replete 
with  such  statements  as  'tve  discern  nothing  con- 
stitating  what  we  think  is  a  requisite  contribu- 
tion to  a  real  partnership,'  'we  find  )w  son  adding 
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^vital  additional  service'  which  would  take  the 
place  of  capital  contributed  because  of  foima- 
tion  of  a  partnership'  and  'the  sons  made  no 
capital  contrihution  tuithin  the  sense  of  the  Tower 
Case',"  (Emphasis  Supplied).  337  U.  S.  743-745, 
93  L.Ed.  1666). 

In  this  case,  as  in  the  Culbertson  case,  the  Tax 
Court's  opinion  is  replete  with  statements  concerning 
the  absence  of  original  capital  contributions  and  vital 
services,  and  although  it  is  couched  in  ^  *  Culbertson'- 
language,  it  reveals  that  the  Tax  Court  decided  the 
case  solely  by  an  application  of  the  vital  services — 
original  capital  test.  That  the  Tax  Court  relied  solely 
on  these  invalid  tests  is  evidenced  by  the  following 
excerpts  from  its  opinion: 

1.  ^^  .  .  it  was  not  contemplated  by  any  of  the 
parties  that  the  Harkness  children  w^ould  contrib- 
ute substantial  capital  or  vital  services  to  the  con- 
duct of  the  business  in  1943  or  play  any  active 
part  in  its  management''  (R.  275). 

2.  *^The  circumstances  existing  in  the  fall  of 
1942  also  make  it  obvious  that  no  vital  service  or 
contributions  of  original  capital  could  have  been 
expected  from  the  Harkness  children  in  1943" 
(R.  276). 

3.  ^*In  keeping  with  economic  status,  neither 
Harkness  child  made  any  substantial  contribution 
of  new  capital  to  United  Packing  Co.  when  the 
partnership  was  formed  in  1943"  (R.  276). 

*^  .  .,  we  must  conclude  that  neither  Harkness, 
Jr.,  nor  Harriet  Colgate  contributed  any  sub- 
stantial capital  not  already  available  to  the  com- 
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pany  within  the  meaning-  of  Lusthaus  v.  Commis- 
sioner, 327  U.  S.  293^^  (R.  277). 

4.  ''Young  Harkness  and  Harriet  Colgate  ren- 
dered no  vital  services,  nor  did  they  participate 
in  the  management  oi*  the  business  during  that 
year''  (R.  278). 

The  Tax  Court  in  an  attempt  to  bring  its  decision 
within  the  letter  of  the  Supreme  Court's  admonition 
found,  with  respect  to  intent,  that  ''it  was  not  contem- 
plated by  any  of  the  parties  that  the  Harkness  chil- 
dren would  contribute  substantial  capital  or  vital 
services"  (R.  275). 

Having  found  that  it  was  intended  by  the  parties 
that  the  children  would  not  contribute  substantial 
capital,  the  Tax  Court  then  concluded  that  the  parties 
"had  no  present  intent  ...  to  operate  as  a  genuine 
partnership"  (R.  280). 

It  seems  to  us  obvious  that  the  Tax  Court  in  fact 
made  no  actual  finding  as  to  intent  but  declared  the 
partnership  invalid  on  the  basis  of  the  tests  rejected 
by  the  Supreme  Court. 

B.  The  Tax  Court  Erred  in  Not  Considering,  in  Making"  Its 
Ultimate  Finding  With  Reference  to  Intent,  the  Evidence  Re- 
lating to  the  Ownership  of  the  Capital  Contributed  by  the 
Children  to  the  Partnership. 

The  Supreme  Court  in  the  Calbertson  case,  supra, 
did  not  remand  the  proceeding  to  the  Tax  Court  for 
the  purpose  of  having  it  find  whether  it  had  been  in- 
tended or  contemplated  by  the  parties  that  the  Cul- 
bertsou  children  would  contribute  substantial  capital 
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or  vital  services.  Rather,  the  Supreme  Court  ordered 
the  Tax  Court  to  find  whether,  during  the  years  in 
question,  the  children  rendered  services  or  contrib- 
uted capital  of  which  they  were  the  tine  owners,  and 
to  determine  from  such  findings  whether  the  parties 
had  the  requisite  intent  to  join  together  in  a  genuine 
partnership.  In  remanding  that  case  the  Supreme 
Court  said: 

**The  cause  must  therefore  be  remanded  to  the 
Tax  Court  for  a  decision  as  to  which,  if  any,  of 
respondent's  sons  were  partners  with  him  in  the 
operation  of  the  ranch  during  1940  and  1941. 
As  to  which  of  them,  in  other  \vords,  was  there 
a  bona  fide  intent  that  they  be  partners  in  the 
conduct  of  the  cattle  business,  either  because  of 
services  to  be  performed  during  those  years,  or 
because  of  contributions  of  capital  of  which  they 
were  the  true  oivners,  as  we  have  defined  that 
term  in  the  Clifford,  Horst  and  Tower  cases?" 
(Emphasis  supplied.)  (337  U.  S.  748,  93  L.Ed. 
1668.) 

It  will  be  noted  that  the  Supreme  Court  did  not 
require  the  Tax  Court  to  find  on  intent  on  the  basis 
of  original  capital,  but  it  merely  required  a  determi- 
nation as  to  whether  the  children  were  the  true  own- 
ers of  the  capital  contributed  to  the  partnership. 

In  the  instant  case,  the  evidentiary  findings  of  the 
Tax  Court  as  to  the  true  ownership  of  the  capital 
contributed  by  the  children  are  as  follows: 

^^On  January  1,  1943,  petitioners  transferred 
to  United  Packing  Co.,  a  partnership,  most  of 
the  assets  and  some  of  the  liabilities  of  United 
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Packing  Co.,  sole  proprietorship,  existing  on  De- 
eem])er  31,  1942,  resulting  in  a  net  worth  of 
$138,241.61  for  the  partnership  on  that  date. 
Harkness,  Jr.,  and  Harriet  Colgate  each  bought 
a  one-fourth  interest  in  the  partnership  for  $34,- 
560.41,  equivalent  to  one-fourth  of  its  net  worth. 
To  pay  Harkness,  Sr.,  for  his  share  in  the  part- 
nership the  son  used  $1,392.05  of  the  credit  he 
had  earned  as  compensation  for  prior  services 
rendered  the  sole  proprietorship  and  on  January 
2,  1943,  signed  a  promissory  note  for  the  remain- 
ing $33,168.35  with  interest  at  four  per  cent  per 
annum.  Harriet  Colgate  purchased  her  partner- 
ship interest  from  her  father  with  a  promissory 
note  dated  January  2,  1943,  for  $34,560.40  plus 
four  per  cent  interest  per  annum.  William  Col- 
gate joined  her  on  the  note  as  co-maker  .  .  ."^ 
(R.  257-258). 

The  above  described  transaction  is  formally  evi- 
denced by  the  following  provision  contained  in  the 
paii:nership  agreement : 

''.  ,  ,  first  and  second  parties  herein,  do  by  these 
presents,  sell,  convey  and  set  over,  an  undivided 
one-f  oui'th  partnership  interest  in  and  to  all  of  the 
partnership  property  of  the  United  Packing  Co. 
to  each  of  the  third  and  fourth  parties,  namely, 
Floyd  James  Harkness,  Jr.,  and  Harriet  Hark- 
ness Colgate,  and  from  this  date  on  each  of  the 
said  co-partners  above  named,  shall  be  and  be- 
come the  owners  of  an  undivided  one-fourth  in- 
terest of  all  of  the  property  of  the  said  co-partner- 


"Th(^  finding  dolctcd  reads:  "Xo  collateral  was  required  on  either 
note".  Wo  will  elsewhere  show  that  this  finding  was  entirely 
erroneous. 
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ship  doing  business  under  the  firm  name  and 
style  of  United  Packing  Co.  and  that  the  real  and 
personal  property  which  shall  compose  the  cap- 
ital of  the  said  co-partnership  and  belong  to  the 
newly  organized  co-partnership  is  described  in  a 
Schedule  marked  Exhibit  ^*A"  and  attached  here- 
to and  made  a  part  of  this  agreement  as  if  herein 
fully  set  out,  and  that  there  shall  also  beloiig  to 
said  co-partnership  any  and  all  other  assets  which 
now  belong  to  said  co-partnership  and  are  not 
herein  described  as  well  as  any  and  all  other  as- 
sets which  may  hereafter  belong  to  said  co-part- 
nership; that  all  thereof  shall  belong  equally  to 
all  of  the  partners  herein  named  and  in  consid- 
eration of  said  first  party  conveying  all  of  said 
real  and  personal  property  to  said  co-partnership 
being  conducted  under  the  firm  name  and  style 
of  the  United  Packing  Co.,  and  which  is  agreed 
to  be  of  the  net  value  of  $138,241.61,  that  the  said 
third  and  fourth  party  shall  each  execute  in  fa- 
vor of  first  party  a  promissory  note  in  the  sum 
of  $34,560.40,  payable  in  the  manner  as  therein 
set  forth  to  first  party,  and  which  sum  shall  be 
the  purchase  price  for  their  undivided  one-fourth 
interest  in  and  to  all  of  the  assets  of  said  co- 
partnership" (R.  261-262). 

There  is  no  statement  either  in  the  findings  or  in 
the  opinion  that  expressly  or  impliedly  attacks  the 
good  faith  of  the  transaction  described  in  the  above 
quoted  findings.  The  Tax  Court  merely  disregarded 
this  unimpeachable  transaction  in  arriving  at  its  de- 
cision. It  must,  therefore,  be  conceded  that  the  Hark- 
ness  children  made  ^^contributions  of  capital  of  which 
they  were  the  true  owners''  to  the  partnership. 
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The  Tax  Court,  contrary  to  the  mandate  of  the 
Supreme  Court,  did  not  consider  this  fact  in  this 
case.  The  correct  approach  to  the  problem  is  illus- 
trated by  the  Tax  Court's  opinion  in  its  second  de- 
cision in  the  Ctdbertson  case.  There  the  Tax  Court 
said  : 

^^  Under  the  facts  which  we  have  found,  was 
there  a  partnership  within  the  purview  of  the  ap- 
plicable statutes  and  decisions?  After  discussion 
of  the  principles  involved,  the  Supreme  Court 
held  that  the  case  be  remanded  to  us  for  decision 
as  to  which,  if  any,  of  the  petitioner's  sons  ^were 
partners  with  him  in  the  operation  of  the  ranch 
during  1940  and  1941.  As  to  which  of  them,  in 
other  words,  was  there  a  bona  fide  intent  that 
they  be  partners  in  the  conduct  of  the  cattle  busi- 
ness, either  because  of  services  to  be  performed 
during  those  years,  or  because  of  contributions 
of  capital  of  which  they  were  the  true  owners' 
as  that  term  is  defined  in  Helvering  v.  Clifford 
309  U.S.  331;  Helvering  v.  Horst,  311  U.S.  112, 
and  Commissioner  v.  Totver,  327  U.S.  280.  In  so 
deciding,  we  have  not  placed  emphasis  upon  any 
one  or  more  questions  or  principles  involved,  but 
have  considered  all  of  the  evidence  in  the  light 
of  the  opinion  of  the  Supreme  Court  in  this  cause 
and  those  opinions  to  which  it  refers." 

Culbertson  v.  Commissioner,  9  T.C.M.  647,  652 
(1950). 

After  having  correctly  stated  the  law,  the  Tax 
Court  found  that  the  Culbertson  children  were  not, 
under  the  facts  disclosed  by  the  record,  the  true  own- 
ers of  the  capital   contributed,  and  on  the  basis  of 
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this  finding,  determined  that  the  parties  had  not 
truly  intended  to  join  together  in  a  partnership  busi- 
ness. The  record  in  the  instant  ease  does  not  permit 
the  Tax  Court  to  make  a  similar  finding  and  for  this 
reason  the  Tax  Court  has  attempted  to  rob  this  good 
faith  transaction  of  its  reality  by  making  certain  er- 
roneous findings  and  by  failing  to  consider  other 
evidence  in  the  record. 

In  the  portions  of  this  brief  that  follow,  we  will 
discuss  the  erroneous  findings  of  the  Tax  Court  and 
its  error  in  not  making  findings  with  respect  to  other 
evidence  in  the  record  which  establishes  the  reality 
of  the  transaction. 

C.  The  Tax  Court  Erred  in  Not  Giving  Any  Consideration  to  the 
Good  Faith  of  the  Parties  and  in  Substituting  Its  Judgment 
for  That  of  the  Petitioners  in  Appraising  the  Value  of  the 
Consideration  Given  by  the  Children  for  Their  Interest  in  the 
Partnership. 

The  Supreme  Court,  in  the  Culberfsori  case,  told  the 
Tax  Court  to  give  effect  to  the  good  faith  of  the  ]:)ar- 
ties  and  not  to  attempt  to  substitute  its  judgment  for 
that  of  the  parties  in  appraising  the  value  of  the 
services  or  capital  contributed  to  the  })artn(n'shi]),  and 
in  so  doing  said : 

^* Unquestionably  a  court's  determijiation  that  the 
services  contributed  by  a  ])ai'tner  are  not  Sital' 
and  that  he  has  not  participated  in  'management 
and  control  of  the  business'  or  contributed  "orig- 
inal capital'  has  the  effect  of  placing  a  heavy  bur- 
den on  the  taxpayer  to  show  the  bona  fide  intent 
of  the  parties  to  join  togethei'  as  partners.  But 
such  a  determination  is  not  conclusive,  and  that  is 
the  vice  in  the  Hests'  adopted  by  the  Tax  Court. 
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It  assumes  that  there  is  no  room  for  an  honest 
difference  of  opinion  as  to  whether  the  services  or 
capital  furnished  by  the  alleged  partner  are  of 
sufficient  impoi-tance  to  justify  his  inclusion  in 
the  partnership.  If,  upon  a  consideration  of  all 
the  facts,  it  is  found  that  the  partners  joined 
together  in  good  faith  to  conduct  a  business,  hav- 
ing agreed  that  the  services  oi*  capital  to  be  con- 
tributed presently  by  each  is  of  such  value  to  the 
partnership  that  the  contributor  should  partici- 
pate in  the  distribution  of  profits,  that  is  suffi- 
cient. The  Tower  Case  did  not  purport  to  author- 
ize the  Tax  Court  to  substitute  its  judgment  for 
that  of  the  parties;  it  simply  furnished  some 
guides  to  the  determination  of  their  true  intent.'' 
(337  U.S.  744-745,  93  L.Ed.  1666,  1667.) 

It  is  clear  that  in  this  case  the  Tax  Court  did  not 
heed  the  achnonition  of  the  Supreme  Court  contained 
in  the  above  quotation. 

The  evidentiary  findings  of  the  Tax  Court  clearly 
showed  that  the  petitioners  w^ere  motivated  in  form- 
ing the  partnership  by  legitimate  reasons  and  not  by 
a  desire  to  minimize  taxes.  In  this  connection,  the 
findings  of  the  Tax  Court  show  the  following: 

^*In  the  fall  of  1942  Harkness,  Sr.,  became  con- 
vinced that  it  would  ))e  advantageous  to  convert 
the  operation  of  his  fruit  [)acking  and  shipping 
business  from  a  sole  proprietorship  to  a  partner- 
ship composed  of  his  wife,  himself  and  his  two 
children  in  the  coming  year.  Many  reasons  dic- 
tated that  decisio7i.  Primarily  he  desired  to  ob- 
tain the  services  of  his  son  and  son-in-law  in  the 
business.   He  felt  that  as  a  result  of  their  college 
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education  and  the  practical  experience  they  had 
gained  pursuing  agricultural  employment  in  the 
Valley  that  they  would  make  skilled,  competent 
supervisors  capable  of  overseeing  the  widespread 
operations  of  the  company.  Secondly,  from  his 
experience  in  the  fruit  and  vegetable  packing 
industry,  Harkness  believed  that  it  was  essential  g 
to  increase  the  capital  investment  in  the  company 
by  allowing  annual  profits  to  remain  in  the  busi- 
ness. This  was  necessary  not  only  to  permit  pay- 
ment of  extensive  operating  expenses,  to  allow  for 
expansion  of  company  facilities  and  equipment 
and  to  develop  new  business,  but  also  to  meet  the 
exigencies  of  bad  crop  years  when  the  company's 
income  declined  drastically.  Furthermore,  in  1942 
fruit  packers  were  anticipating  a  decline  in 
profits  due  to  labor  shortages,  low  transportation 
priorities  for  their  produce,  and  the  probability 
that  prices  would  tumble  as  in  World  War  I. 
These  circumstances  only  increased  the  need  for 
increasing  the  capital  reserve  of  United  Packing 
Co.  Yet  it  had  been  Harkness'  experience  in  past 
years  that  to  hold  qualified  supervisory  person- 
nel it  was  necessary  to  pay  them  large  bonuses 
or  percentages  of  profits  which  they  invariably 
withdrew  from  the  business  and  often  used  to 
set  themselves  up  in  competition  with  him,  thus 
draining  the  company's  capital.  He  felt  the  only 
way  to  retain  profits  in  the  company  was  to  bring 
into  the  business  persons  who  felt  as  he  did. 
Through  long  discussions  with  Harkness,  Jr.,  and 
William  Colgate  petitioner  knew  that  they  agreed 
with  him  that  only  a  reasonable  amount  of  the 
profits  should  l)e  withdrawn  from  United  Pack- 
ing Co.  and  the  rest  of  the  net  income  should  be 
allowed  to  accumulate  in  the  business. 
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While  Harkness,  Sr.,  was  well  aware  that 
neither  Floyd,  Jr.,  nor  William  Colgate  would  be 
available  to  serve  United  Packing   Co.   for  the 

duration  of  the  war  and  he  would  be  the  onlv 
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active  partner  in  the  meantime,  yet  he  desired 
them  to  acquire  an  interest  in  the  company  at 
this  time  to  guarantee  their  future  help  in  run- 
ning the  business  after  their  release  from  the 
Army.  *  *  * 

*  *  *  While  Harkness,  Sr,,  consulted  a  lawyer 
concerning  the  feasibility  of  converting  his  busi- 
ness  into  a  partnership  and  tvas  thus  aware  of 
the  tax  saving  possibilities  inherent  therein,  yet 
this  fact  was  only  a  secondary  consideration  with 
him,  and  he  would  have  entered  into  this  arrange- 
yneyit  regardless  thereof"  (R.  253-256)  (Empha- 
sis supplied). 

The  Tax  Court  found,  as  the  foregoing  findings 
indicate,  that  the  parties  were  in  good  faith  and  ani- 
mated by  a  legitimate  purpose  when  they  determined 
to  form  the  partnership.  The  Tax  Court,  however, 
did  not  consider  this  factor  in  making  its  decision. 
This  must  be  held  to  be  error.  In  Greenberger  v.  Com- 
missioner, 177  F.  (2d)  990,  994  (C.A.  7,  1949),  the 
Court  of  Appeals  said: 

**The  Court  in  the  Culbertson  case  left  no  doubt 
that  the  predominant  factoi*  is  the  good  faith  and 
legitimate  purpose  of  the  f)arties  in  forming  a 
partnership." 

The  record  and  the  findings  also  show  that  the  Peti- 
tioners received  good  and  valuable  consideration  for 
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the  property  transferred  to  the  partnership  and  that 
the  contributions  made  by  their  children  and  their 
son-in-law  to  the  partnership  were  adequate.  The  Tax 
Court,  however,  has  substituted  its  judgment  for  that 
of  the  Petitioners  in  appraising  these  values.  In  so 
doing  the  Tax  Court  has  attempted  to  minimize  the 
consideration  given  by  the  children  by  finding,  con- 
trary to  the  record,  that  the  notes  executed  by  them 
in  payment  for  their  interest  in  the  partnership  were 
not  secured  by  collateral  (R.  258). 

That  the  action  of  the  Tax  Court  in  this  regard  is 
unwarranted  is  disclosed  by  the  following  facts  in  evi- 
dence : 

1.  The  notes,  unconditional  promises  to  pay,  were 
executed  by  the  Petitioners'  children  and  son-in-law. 
The  Petitioners  expected  these  notes  to  be  paid  re- 
gardless of  whether  or  not  income  or  profits  were  de- 
rived from  the  operation  of  the  partnership  (R.  190). 

2.  The  son  and  the  son-in-law  were  regarded  by 
the  Petitioners  as  being  capable  of  rendering  valuable 
services  and  were  for  this  reason  worthy  of  credit. 
In  the  judgment  of  the  Tax  Court  the  possession  of 
assets  rather  than  the  ability  to  earn  determines 
whether  credit  should  l)e  extended. 

3.  The  notes  show,  on  their  face,  that  they  were 
secured  by  the  interests  of  the  children  in  the  partner- 
ship. Each  note  contains  the  following  language: 
''This  note  is  secured  by  my  one-fourth  interest  in  the 
United  Packing  Co.  of  Fresno,  Cahfornia''  (R.  119; 
121). 
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These  notes  were  likewise  secured  by  the  income 
to  be  derived  from  the  partnership  earnings.  The 
partnership  agreement  states: 

a*  *  *  ^^^y  py.Qflj^^  which  third  and  fourth  parties 
are  entitled  to  receive  shall  be  j)aid  to  first 
party  and  applied  by  him  first,  to  any  payment 
which  first  party  may  have  advanced  to  third 
and  fourth  parties,  together  with  interest  there- 
on, and  the  balance  thereof,  if  any,  shall  be  ap- 
plied by  first  party  in  the  payment  of  the  prom- 
ts issory  notes  which  the  said  third  and  fourth  par- 
'  ties  have  executed  in  favor  of  first  party  for 
the  purchase  price  of  their  share  in  said  co- 
partnership business"  (R.  263). 

The  Petitioners  were,  therefore,  secured  not  only  by 
the  ability  of  their  son  and  son-in-law  to  earn  but  also 
by  the  value  of  the  childrens'  interest  in  the  assets 
and  income  of  the  partnership.  We  submit,  therefore, 
that  the  children  were  given  nothing  but  credit  and 
that  their  contributions  should  be  deemed  original 
capital. 

4.     The  partnership  agreement  states : 

*****  each  partner  shall  likewise  share  equally 
in  any  losses  which  the  said  partnership  may  sus- 
tain and  that  each  partner  shall  in  the  event  it 
becomes  necessary  to  furnish  additional  funds  by 
reason  of  any  losses  which  the  said  partnership 
may  sustain,  then  each  pai'tner  shall  furnish  and 
pay  into  the  said  business  his  equal  share  which 
may  be  necessary  in  order  to  continue  on  with 
the  said  co-partnership  business"  (R.  269). 

It  is  clear  that  that  transaction  and  commitment  evi- 
denced by  the  partnership  agreement  was  bona  fide 
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and  it  must,  therefore,  be  conceded  that  the  Petition- 
ers received  additional  valid  consideration  through 
their  childrens'  agreement  to  share  the  losses  and  to 
furnish  additional  capital  when  necessary.  An  agree- 
ment to  contribute  capital  and  assume  the  risks  and 
liabilities  attached  to  the  pai'tnership  relationship  is 
in  law  valid  and  adequate  consideration.  (See  47  C.J., 
Partnerships,  Sec.  46,  p.  654.) 

5.  The  present  commitment  of  the  son  and  son-in- 
law  to  render  services  in  the  future  was  appraised  by 
Petitioners  as  of  great  value  to  them,  and  we  are  told 
in  the  concurring  opinion  of  Mr.  Justice  Burton  in 
the  Culbertson  case  that: 

^^A  present  commitment  to  render  future  services 
to  a  partnership  is  in  itself  a  material  considera- 
tion to  be  weighed  with  all  other  material  consid- 
erations for  the  purposes  of  taxation  as  well  as 
for  other  partnership  purposes."  (337  U.S.  749, 
93  L.Ed.  1669). 

In  this  comiection  it  should  be  observed  that  a  present 
commitment  to  render  services  in  the  future  has  been 
held  valid  consideration  for  the  transfer  of  property. 
(37  C.J.S.,  Fraudulent  Conveyances,  Sec.  148,  p.  969.) 

The  evidence  in  the  record  not  considered  by  the 
Tax  Court  shows  that  the  commitment  to  render  serv- 
ices in  the  future  by  Petitioners'  son  and  son-in-law 
was  fully  performed  (K.  129,  217-222;  128,  229-230, 
240-243).  It  is  clear,  therefore,  that  as  to  this  part 
of  the  agreement  there  was  no  failure  of  consideration 
and  that  Petitioners  received  what  they  bargained 
for. 
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The  evidence  also  discloses  that  the  agreement  to 
conserve  profits  and  to  increase  the  capital  of  the 
partnershi])  was  likewise  performed  by  all  the  parties 
(Exhibit  '^6-F/'  R.  55-68). 

Finally,  it  should  not  be  overlooked  that  in  the 
view  of  the  Tax  Court  in  other  cases,  a  promissory 
note  paid  out  of  the  profits  of  a  partnership  is  a  valid 
capital  contribution.  In  the  case  of  Tindall  v.  Com- 
missioner,  14  T.C.,  No.  125  (1950),  the  Commissioner, 
in  assessing  a  deficiency  against  Tindall  contended 
that  a  valid  partnership  existed  between  him  and  his 
son.  Tindall,  on  the  other  hand,  contended  that  no 
valid  i)artnership  existed.  There,  Tindall  had  con- 
veyed an  interest  in  his  business  to  his  son  and  took 
in  retui'ii  his  son\s  promissory  note  which  was  to  be 
paid  out  of  the  son's  share  in  the  profits.  The  Tax 
Court  found  against  existence  of  a  partnership  solely 
on  the  ground  that  the  son  was  a  minor  when  the 
transaction  was  entered  into.  In  so  ruling,  the  Tax 
Court  said: 

''The  cases  cited  by  respondent  in  support  of  his 
argument  that  the  son  made  a  valid  capital  con- 
tribution are  distinguishable.  In  Atkins  v.  United 
States  (Dist.  Ct.,  W.  Dist.  La.),  86  Fed.  Supp. 
342,  the  son,  a  minor,  had  his  disabilities  re- 
moved prior  to  signing  the  partnership  agree- 
ment with  his  father.  Moreover,  though  he  bor- 
rowed $20,000.00  of  the  cash  that  he  contributed 
from  his  father,  giving  a  note  therefor,  he  later 
repaid  the  note  out  of  profits,  thus  making  an 
actual  contribution  to  the  capital  of  the  partner- 
ship. Similarly,  in  Green  v.  Arnold  (Dist.  Ct., 
N.  Dist.  Tex.),  87  Fed.  Supp.  255,  the  two  minoi-s 
who  were  held  to  be  partners  had  given  notes  as 
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their  capital  contribution,  which  they  later  repaid 
out  of  profits.  Here,  as  we  have  pointed  out,  the 
son's  only  contribution  was  a  voidable  note,  which 
was  never  ratified,  but,  instead,  was  specifically 
avoided  by  him.  The  general  rule  is  that  an  in- 
fant's disaffirmance  of  his  contract  nullifies  it  and 
renders  it  void  ab  initio.  43  C.J.S.  176.  It  is 
therefore  our  holding  that  the  son  made  no  capi- 
tal contribution  to  the  alleged  partnership.'' 

It  is,  therefore,  submitted  that  the  facts  and  cir- 
cumstances above  related  and  discussed  show  that  the 
bargain  made  by  Petitioners  was  not  so  unreasonable 
and  so  contrary  to  good  business  judgment  as  to  leave 
no  room  for  an  honest  difference  of  opinion  as  to  its 
value  to  them.  This  being  so,  it  is  error  for  the  Tax 
Court  to  override  the  considerations  that  impelled  Pe- 
titioners to  enter  into  a  partnership  arrangement  with 
their  children.  The  Tax  Court  also  erred  in  giving  no 
effect  whatsoever  to  the  good  faith  of  the  parties  in 
making  and  performing  their  agreement. 


III. 

THE  TAX  COURT  ERRED  IN  MAKING  FINDINGS  AND  CONCLU- 
SIONS THAT  ARE  CONTRARY  TO  THE  RECORD  AND  IN 
FAILING  TO  CONSIDER  AND  MAKE  FINDINGS  ON  EVI- 
DENCE SHOWING  THE  CONDUCT  OF  THE  PARTIES  IN 
YEARS  SUBSEQUENT  TO  THE  TAX  YEAR  IN  QUESTION. 

A.  It  Was  Error  for  the  Tax  Court  to  Disregard  Undisputed  and 
Convincing  Evidence  Disclosing  the  Bona  Fide  Performance 
of  the  Partnership  Agreement. 

In  demonstrating  the  errors  contained  in  the  find- 
ings and  conchisions  of  the  Tax  Court  it  wdl]  be  neces- 
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sary  for  us  to  discuss  evidence  in  the  record  not  con- 
sidered by  the  Tax  Court,  and  on  which  it  made  no 
iSndings.  This  evidence  was  admitted  without  objec- 
tion on  the  part  of  Respondent  and  was  relevant  and 
material  as  to  the  issues  presented  to  the  Tax  Court. 

The  Tax  Court  in  the  instant  case  has  by  a  process 
of  segmentation  isolated  the  events  which  took  place 
in  the  year  1943,  and  thereby  has  limited  itself  to  a 
consideration  of  only  these  occurrences.  We  find  no 
support  for  this  either  in  the  law  or  in  the  record. 
The  agreement  of  the  parties  did  not  set  a  term  for 
the  expiration  of  the  partnership,  and  the  partnership 
was  by  its  terms  of  indefinite  duration  and  has  op- 
erated for  several  years. 

The  case  of  Grayson  v.  Deal,  85  F.  Supp.  431  (N.D., 
Ala.,  S.D.,  1949),  shows  that  evidence  of  events  which 
occurred  subsequent  to  the  tax  years  in  question  may 
be  considered  in  determining  the  reality  of  a  part- 
nerslii])  arrangement.  In  that  case  the  Commissioner 
refused  to  recognize  as  valid  a  family  partnership  and 
assessed  deficiencies  against  the  plaintiff  for  the  years 
1943,  1944  and  1945.  These  deficiencies  were  paid  sub- 
sequent to  the  tax  years  in  question.  After  these  defi- 
ciencies had  been  paid,  the  plaintiff's  wife  and  chil- 
dren sought  and  obtained  refunds  of  income  taxes 
jjaid  by  them.  The  proceeds  of  the  refunds  were 
turned  over  to  plaintiff  by  his  family  and  he  used 
them  to  pay  the  deficiencies  assessed  against  him. 
The  District  Court  considered  this  evidence  and  found 
that  the  yjartnership  was  invalid  and  in  so  doing  said  : 
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*^When  the  plaintiff  was  called  upon  to  pay  the 
deficiency  assessments  here  involved,  the  evidence 
shows  that  his  wife  and  children  promptly  and 
willingly  turned  over  their  refund  claims  totaling 
some  $53,000,  and  the  plaintiff  applied  these  sums 
to  the  payment  of  his  own  assessments.  These 
refund  claims  represented  the  income  taxes  that 
the  other  alleged  partners  had  paid  to  the  govern- 
ment because  of  monies  earned  by  the  business. 
Of  course,  plaintiff  says  that  he  expects  to  pay 
them  back  when  the  case  is  settled.  However,  he 
received  these  large  sums  from  them  without  even 
going  to  the  inconvenience  of  giving  them  any 
form  of  e^ddence  of  indebtedness.  This  is  quite  in 
contrast  to  the  meticulous  care  and  great  par- 
ticularity practiced  in  preparing  and  signing  the 
various  long,  complicated,  solemn  agreements  at 
the  time  the  alleged  partnership  was  formed. 
When  this  $53,000  of  the  alleged  monies  of  his 
wife  and  children  was  needed  by  Mr.  Grayson,  it 
was  as  readily  available  as  any  of  his  own  funds.'' 

(85  F.  Supp.  435.) 

We  submit  that  if  evidence  of  events  subsequent  to 
the  tax  years  in  question  may  be  used  to  prove  the 
mala  fides  of  a  transaction  such  evidence  may  also  be 
employed  to  show  the  bona  fides  of  a  transaction. 

We  are  also  supported  in  our  contention  by  the 
fact  that  a  partnership  agreement  does  not  become 
fully  executed  until  the  partnership  relationship  ends. 
In  other  words,  the  partners  continue  to  perform  the 
provisions  of  the  agreement  until  the  partnership  is 
dissolved,  and  it  is  reasonable  to  conclude  that  evi- 
dence resijecting  this  performance  will  shed  light  on 
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the  bona  fides  of  the  transaction.  This  appears  to  be 
the  view  taken  by  the  Supreme  Court  in  Commissioner 
V.  Totver,  supra.    There  the  Supreme  Court  said: 

^^When  the  existence  of  an  alleged  partnership 
arrangement  is  challenged  by  outsiders,  the  ques- 
tion arises  whether  the  partners  really  and  truly 
intended  to  join  together  for  the  purpose  of  car- 
rying on  business  and  sharing  in  the  profits  or 
losses  or  both.  And  their  intention  in  this  respect 
is  a  question  of  fact,  to  be  determined  from  testi- 
mony disclosed  by  their  ^agreement,  considered  as 
a  whole,  a7id  by  their  conduct  in  execution  of  its 

provisions'/'  (citing  cases)  (Emphasis  supplied.) 
******* 

''The  issue  is  who  earned  the  income  and  that 
issue  depends  on  whether  this  husband  and  wife 
really  intended  to  carry  on  business  as  a  partner- 
ship. Those  issues  can  not  he  decided  simply  by 
looking  at  a  single  step  in  a  complicated  trans- 
action/'   (Emphasis  supplied.) 

(327  U.S.  286-287;  289-290,  90  L.Ed.  675;  677.) 

The  foregoing  expressions  of  the  Supreme  Court 
indicate  that  the  conduct  of  the  parties  subsequent  to 
the  tax  years  in  question  is  relevant.  Therefore,  the 
Tax  Court  (^rred  through  its  failure  to  consider  this 
evidence,  and  its  action  in  basing  its  findings  on  only 
part  of  the  record. 

I  ''It  is  suggested  that  this  Coui-t  should  accept 

I         the  findings  of  the  I  >oard ;  that  contradictions,  in- 
consistencies,  and   erroneous   inferences  are   im- 
mune from  criticism  or  attack  by  Section  10(e) 
J,  of  the   Act,   49   Stat.   453,  29   U.S.C.A.    §160(e), 

P         which  i)r(vvides  that  'the  findings  of  the  Board 
as  to  the  facts,  if  supported  by  evidence,  shall  be 
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conclusive'  But  the  courts  Jiave  not  construed 
this  language  as  compelling  the  acceptance  of 
-findings  arrived  at  by  accepting  part  of  the  evi- 
dence and  totally  disregarding  other  convincing 
evidence/'  (Emphasis  supplied.) 

N.L.E.B.  V.  Union  Pacific  Stages,  99  F.  2d  153, 
177  (CCA.  9,  1938.) 

B.  The  Tax  Court  Erred  in  Finding  That  During  the  Year  1943 
the  Business  of  the  Partnership  Was  Still  Completely  Under 
the  Control  of  Harkness,  Sr.  This  Finding  Is  Contrary  to  the 
Record  and  Fails  to  Give  EflF ect  to  the  Intent  and  Good  Faith 
of  the  Parties. 

The  Tax  Court  seeks  to  support  its  decision  lierein 
by  finding  that: 

^^  During  the  year  1943,  there  was  no  change 
in  the  operation  of  United  Packing  Co.  over  prior 
years.  The  business  was  still  completely  under 
the  control  of  Harkness,  Sr."  (R.  270).^ 

In  its  opinion,  the  Tax  Court  maintains  that  evi- 
dence in  support  of  this  finding  is  to  ])e  found  in  the 
partnei'vship  agreement,  the  supplementary  agreement 
of  January  4,  1943,  the  actual  conduct  of  the  part- 
nership business  during  1943,  and  in  the  testimony 
of  Harkness,  Sr.  In  this  connection  the  Tax  Court 
said : 

1.  '^Turning  to  tlie  partnership  agreement,  it 
also  refutes  an  intent  by  the  signatories  to  join 
together  in  the  present  conduct  of  the  affairs  of 
United  Packing  Co.,  but  rather  shows  an  intent 
that  Harkness,  Sr.,  continue  to  control  the  con- 
duct of  the  business  as  in  prior  years,  when  he 
was  sole  proprietor.  The  parties  therein  agreed 
that  neither  Harriet,  young  Harkness  nor  Molly 
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Harkness  would  devote  any  time  to  carrying  on 
the  business  unless  thereafter  agreed  upon,  but 
that  Harkness,  Sr.,  would  be  general  manager 
thereof  in  full  charge  of  all  business  operations 
which  he  might  conduct  as  he  chose.  Harkness 
was  given  full  charge  of  the  books  of  accounts 
of  the  partnership  and  of  the  collection  and  ex- 
penditures of  money  taken  in.  His  consent  was 
necessary  to  bind  the  partnership  in  any  busi- 
ness transaction  and  to  lower  or  raise  partner- 
ship capital.  His  participation  was  necessary  in 
the  adjustment  of  any  misunderstanding  between 
the  partners  as  to  the  conduct  of  the  business 
and  in  the  determination  of  the  proper  allocation 
of  profits  and  losses  among  the  partners''  (R. 
277,  278). 

2.  '*The  supplementary  agreement  of  January 
4,  1943,  also  contradicts  any  intent  on  the  part 
of  the  alleged  partners  to  join  together  their 
services  in  the  conduct  of  United  Packing  C^o.  in 
1943.  liy  its  provisions  Harkness,  Sr.,  alone  was 
to  receive  compensation  for  services  because  he 
was  to  be  the  only  active  partner  in  the  business 
for  the  duration  of  the  war''  (R.  278). 

3.  ''Finally,  the  actual  conduct  of  the  busi- 
ness of  United  Packing  Co.  in  1943  makes  it 
clear  that  the  parties  intended  for  Harkness,  Sr. 
to  operate  it  as  a  sole  proprietor  for  the  dura- 
tion of  the  war.  Young  Harkness  and  Harriet 
Colgate  rendered  no  vital  services,  nor  did  they 
participate  in  the  management  of  the  business 
during  that  year.  Harriet  was  absent  from  Fresno 
the  entire  time.  While  by  chance  young  Floyd 
was  stationed  in  California  during  almost  all  ol* 
1943  and  frequently  visited  the  company's  plant 
on  weekends  to  talk  over  business  conditions  with 
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his  father,  yet  such  visits  hardly  ])espeak  an  ac- 
tive role  in  the  conduct  of  the  company,  but 
rather  a  continuing  interest  therein  by  a  prospec- 
tive participant.  The  evidence  reveals  only  one 
transaction,  the  purchase  of  River  Ranch,  where 
the  approval  of  his  children  was  sought  hy  Hark- 
ness,  Sr."  (R.  278,  279). 

4.  ''Harkness,  Sr.,  frankly  admitted  in  his 
testimony  that  the  conduct  of  the  company's  Inisi- 
ness  was  not  altered  in  1943,  but  remained  essen- 
tially the  same  as  in  1942,  when  he  operated 
United  Packing  Co.  as  a  sole  proprietor''  (R. 
179). 

The  evidence  discussed  by  the  Tax  Court  does  not 
support  its  findings.  Support,  if  any,  for  these  find- 
ings is  to  be  found  only  in  the  erroneous  inferences 
drawn  from  this  evidence  by  the  Tax  Court. 

The  assertion  that  the  business  was  still  under  the 
complete  control  of  Harkness,  Sr.,  during  1943,  is 
contradicted  by  other  evidentiary  findings  made  by 
the  Tax  Court.   We  refer  to  the  following : 

1.  ^^On  December  31,  1942,  ^\rticles  of  Part- 
nership', providing  the  detailed  terms  of  the  pro- 
posed partnership,  were  drafted  and  met  the  ap- 
proval of  all  ]3ut  Harriet  Colgate,  who  refused 
to  sign  until  provisions  as  to  control  of  the  busi- 
ness and  as  to  purchase  of  a  deceased  partner's 
share  were  modified"  (Emphasis  supplied)  (R. 
257). 

2.  ''During  January,  1943,  Harkness,  Sr.,  dis- 
cussed with  the  Colgates  the  modifications  sought 
by  Harriet  Colgate  in  the  pailnership  agreement 
drafted  on  December  31,  1942.  Harriet  withdrew 
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her  objections  when  the  original  draft  wan  al- 
tered to  meet  her  demands  (Emj^liasis  supplied) 
(R.  259). 

The  testimony  of  Harriet  Colgate  underlying  the 
above  quoted  findings  also  contradicts  the  assertion 
that  Harkness,  Sr.,  completely  controlled  the  business. 
This  testimony  is  as  follows: 

*^Q.  What  did  you  do?  Did  you  convey  those 
objections  to  your  family? 

A.    Yes,  I  did. 

Q.  Will  you  please  explain  to  the  Court 
just  what  you  conveyed  to  your  family  and  why 
you  didn't  sign  the  document? 

A.  Well,  there  were  several  stipulations  in  it 
that  1  didn't  agree  to,  and  as  my  husband  had 
signed  the  note  with  me,  which  made  him  as 
liable  for  this  amount  we  borrowed,  he  and  1 
discussed  it,  and  we  just  didn't  agree  to  them. 

Q.  Can  you  recall  what  you  didn't  agree  to 
generally,  not  in  detail,  ])ut  generally  so  the 
Court  may  have  that  picture  ? 

A.  That  my  mother  and  father,  Molly  A.  and 
Floyd  Harkness,  had  too  much  power,  and  in 
case  of  death  there  were  several  stipulations  that 
we  didn't  agree  to. 

Q.     You  wrote  that  to  your  family? 

A.     Yes,  we  did. 

Q.  Subsequently  was  a  new  document  sent 
to  you  or  did  your  father  and  mother  bring  you 
one,  or  what  occurred? 

A.  I  believe  my  mother  and  father  came 
shortly  after  that,  and  we  had  a  long  discussion 
about  it.  In  March,  aftei*  lengthy  correspondence 
about  it,  the  document  was  sent  in  March  which 
we  did  agree  to"  (Emj^hasis  supplied)   (R.  200). 
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It  is  apparent  from  the  foregoing  that  Harriet  Col- 
gate demanded  at  least  that  Harkness,  Sr.,  have  less 
than  complete  control  of  the  business  and  that  this 
demand  was  met.  The  Tax  Court,  however,  assumed 
that  the  provisions  of  the  agreement  were  without 
force  and  effect.  This  assumption  results  from  the 
Tax  Court's  refusal  to  give  effect  to  the  good  faith 
of  the  parties  and  from  its  refusal  to  give  effect  to 
the  intent  of  the  parties.  This  clearly  indicates,  as  we 
have  said  before,  that  the  Tax  Court,  contrary  to  the 
mandate  of  the  Culbertson  case,  found  itself  free  to 
disregard  the  intent  of  the  i)arties  as  evidenced  by 
their  agreement,  once  it  found  to  its  satisfaction  that 
the  children  had  contributed  neither  original  capital 
nor  vital  services. 

The  Tax  Court  seized  upon  the  provision  of  the 
agreement  giving  certain  enumerated  powers  to  Hark- 
ness, Sr.,  to  bolster  its  claim  that  Harkness,  Sr.,  exer- 
cised complete  control  of  the  business.  This,  of  course, 
is  based  on  the  erroneous  premise,  that  Harkness,  Sr., 
exercised  the  powers  given  him  by  the  agreement, 
not  as  a  partner  and  as  an  agent  for  the  absent  mem- 
bers, but  as  a  sole  proprietor,  and  in  complete  disre- 
gard of  the  partnership  relationship.  This  conchision 
likewise  results  from  the  "^I'ax  Court's  failure  to  give 
effect  to  the  intent  and  good  faith  of  the  parties,  in- 
cluding Harkness,  Sr.  Although,  as  we  have  said  be- 
fore, the  'J'ax  Court  failed  to  give  effect  to  the  good 
faith  of  the  parties,  it  did  not  discredit  their  agree- 
ment as  a  sham  or  a  device  to  avoid  taxes.  This  being 
so  the  partnership  agreement  must   be   read   in   the 


63 


light  of*  the  intent  of  tlie  parties,  and  if  it  is  so  read, 
the  binding  legal  effect  of  its  provisions  must  be  con- 
sidered in  reviewing  the  findings  of  the  Tax  Court. 

In  considering  whether  or  not  complete  control  was 
retained  by  Harkness,  Sr.,  ovc^r  the  assets,  business 
and  profits  of  the  partnership,  it  is  well  first  to  in- 
quire into  the  extent  of  his  powers  and  control  over 
the  same  property  prior  to  the  formation  of  the  part- 
nership. It  is  conceded  that  all  the  property  of  the 
Petitioners,  inchiding  that  transferred  to  the  part- 
nership, was  community  property.  Under  the  com- 
munity property  laws  of  the  State  of  California,  the 
husband's  powers  of  management  and  control  are 
exclusive  and  absolute.  Section  172  of  the  Civil  Code 
of  the  State  of  California^  expressly  confers  such 
powers  upon  the  husband. 

^^The  husband  has  the  management  and  con- 
trol of  the  community  personal  property,  with 
like  absolute  potver  of  disposition,  other  than  tes- 
tamentary, as  he  has  of  his  separate  estate;  pro- 
vided, however,  that  he  cannot  make  a  gift  of 
such  community  personal  property,  or  dispose 
of  the  same  without  a  valuable  consideration,  or 
sell,  convey,  or  encumber  the  furniture,  furnish- 
ings, or  fittings  of  the  home,  or  the  clothing  or 
wearing  apparel  of  the  wife  or  minor  children 
that  is  community,  without  the  written  consent 
of  the  wife.''  (Emphasis  supplied.) 

Section  17 2a  gives  the  husband  the  same  power  of 
management  over  the  commmiity  real  ])roperty. 

Indeed,  so  exclusive  and  extensive  are  the  hus- 
band's powers  of  management  and  control,  that  even 
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his  abandonment  of  the  wife,  or  the  fact  that  he  havS 
disappeared  gives  her  no  special  power  over  the  com- 
munity property  (Chance  v.  Kohesfed,  66  Cal.  App. 
434,  226  P.  632  (1924)).  As  can  be  seen  from  Sections 
172  and  172a  of  the  Civil  Code,  the  only  limitation 
placed  over  the  husband's  powers  of  management  and 
disposition  of  the  community  property  is  that  he  can- 
not make  a  gift  of  it  or  dispose  of  it  without  valuable 
consideration. 

The  most  cursory  examination  of  the  ]jartnership 
agreement  and  the  supplements  thereto  make  it  e\i- 
dent  that  the  unfettered  command  and  control  which 
Harkness,  Sr.,  formerly  had  over  the  properties  con- 
veyed to  the  partnership  have  been  substantially  cur- 
tailed and  diminished.  Prior  to  the  formation  of  the 
partnership  his  right  to  bind  the  property  was  un- 
limited. The  partnership  agreement,  on  the  other 
hand,  requires  that  the  general  manager  and  one  other 
partner  act  together  to  bind  the  business.  The  part- 
nership agreement  provides: 

**It  is  understood  and  agreed  that  the  said  first 
party  as  general  manager,  and  anyone  of  the 
other  co-partners  acting  together  shall  have  the 
right  to  bind  the  said  co-partnership  in  such  man- 
ner or  form  as  they  may  deem  necessary  in  order 
to  carry  on  the  business  of  the  said  co-partner- 
ship, and  that  no  other  co-partner  shall  have  the 
right  to  in  any  manner  bind  the  said  co-partner- 
ship, *  *  *"  (R.  263-264). 

The  power  conferred  by  the  original  agreement  on 
Harkness,  Sr.,  to  bind  the  partnership  was  further 
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limited  by  the  supplement  executed  as  of  January  16, 
1945  (R.  37-41,  Exhibit  2-B).  This' supplement  pro- 
vides in  part  as  follows: 

ii¥r  ¥:  *  j^  shall  uow  l)eeome  necessary  that  first 
party  and  any  two  of  the  c()-])artners  acting  to- 
gether with  the  said  general  manager  shall  have 
the  right  to  so  bind  the  said  co-partnership '' 
(R.  39). 

The  powers  of  Harkness,  Sr.,  were  also  diminished 
in  other  respects.  Prior  to  the  formation  of  the  part- 
nership he  could,  at  his  pleasure,  increase  or  reduce 
the  working  capital  of  the  business,  but  upon  the  for- 
mation of  the  partnership  this  power  ceased  to  exist. 
The  partnership  agreement  provides  as  follows: 

^'It  is  understood  and  agreed  by  and  between 
the  parties  hereto  that  upon  the  consent  of  the 
managing  partner  and  two  of  the  remaining  part- 
ners that  the  capital  of  the  partnership  may  be 
increased  to  such  sum  as  may  be  determined  by 
them,  and  that  thereafter  each  of  the  partners 
shall  contribute  their  respective  share  of  the  cap- 
ital increase.  In  the  event  the  managing  partner 
and  two  of  the  other  partners  desire  to  reduce 
the  capital  of  the  partnership  or  withdraw  profits, 
then  such  determination  shall  become  binding 
upon  all  the  partners  hereto"  (R.  265). 

Before  the  formation  of  the  partnership,  Hark- 
ness, Sr.,  determined  at  will  the  salaries  to  be  paid 
to  those  rendering  services  to  the  business,  except, 
perhaps  in  those  instances  where  the  employees  had 
superioi-  bargaining  power.  Under  the  partneisJiij) 
agreement,    however,   the   salaries   to   l)e    paid    to   tlie 
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partners  rendering  services  to  the  partnership  can- 
not be  fixed  by  Harkness,  Sr.,  alone,  ])ut  are  to  be  de- 
termined by  agreement  between  any  three  of  the  co- 
partners. In  this  respect,  the  partnership  agreement 
provides : 

^'.  .  .  and  at  that  time  it  shall  be  agreed  upon 
by  and  between  any  three  of  said  partners  as  to 
what  the  compensation  shall  be  for  the  services 
which  third  or  fourth  partner  may  contribute  to- 
wards the  carrying  on  of  said  co-partnership 
business'^  (R.  264). 

As  manager  of  the  community,  and  when  the  busi- 
ness was  being  conducted  as  a  sole  proprietorship, 
Harkness,  Sr.,  had  no  duty  to  account  or  give  infor- 
mation in  connection  with  his  conduct  of  the  business. 
After  the  formation  of  the  partnership  he  was  com- 
pelled, under  the  express  terms  of  the  agreement,  to 
account  and  to  give  information  to  the  other  partners 
with  respect  to  the  conduct  of  the  business  (R.  265). 
The  control  of  Harkness,  Sr.,  was  also  curtailed  by  the 
provisions  of  the  California  Civil  Code  applica})le  to 
the  partnership  relation.  Before  the  formation  of  the 
partnership  the  Petitioners  were  the  sole  owners  of 
the  property  involved.  Thereafter,  by  operation  of 
law,  they  were  co-owners  thereof  with  their  children, 
and  their  right  to  possess  it,  theretofore  unlimited, 
could  only  be  exercised  for  partnership  purposes  (Cal- 
ifornia Civil  Code,  Sec.  2419). 

The  agreement  provides  in  the  following  terms  that 
Harkness,  Sr.,  shall  be  general  manager  of  tlie  co- 
partnership : 
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''It  is  understood  and  agreed  by  and  between 
the  said  co-partners  that  said  first  party  shall  be, 
and  is  from  this  date  on  made  the  general  man- 
ager of  said  eo-partnership  and  that  he  shall  be 
in  full  chai-ge  of  all  business  operations  of  said 
co-partnership  and  that  he  shall  have  the  full 
right  to  conduct  the  business  of  said  co-partner- 
ship in  such  manner  as  he  may  desire,  including 
the  selling  of  any  and  all  of  the  partnership  as- 
sets and  the  purchasing  of  such  other  property  as 
he  may  desire  in  the  name  of  said  co-partnership 
together  with  the  right  to  borrow  such  money  as 
he  may  deem  necessary  to  carry  on  said  business 
and  in  consideration  thereof  it  is  understood  and 
agreed  that  first  party  is  to  receive  for  his  said 
services  a  certain  percentage  of  the  net  profits  of 
said  business  to  be  agreed  upon  between  all  of  the 
partners  herein  from  time  to  time  as  they  may 
agree  upon  between  themselves,  *  *  *''  (R.  262- 
263). 

In  addition,  the  agreement  conferred  upon  Harkness, 
Sr.,  and  one  other  partner  the  power  to  determine  any 
question  which  might  arise  between  the  co-partners. 
This  power  was  curtailed  by  an  amendment  contained 
in  the  supplement  of  January  16,  1945,  where  the 
following  appears: 

''*  *  *  in  the  event  of  any  misunderstanding  be- 
tween the  co-partners  concerning  the  matter  of 
conducting  and  carrying  on  of  said  business,  that 
the  decision  of  the  general  manager  and  one  other 
partner  shall  determine  any  question  *  *  *'■ 
(R.  40). 
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We  submit  that  the  powers  vested  in  Harkness,  Sr., 
by  the  provisions  of  the  agreement  should  not  be  con- 
sidered in  the  nature  of  a  grant  of  a  privilege,  but 
rather  the  assumption  of  a  duty  and  a  responsibility 
so  onerous  that  the  agreement  provided  that  Hark- 
ness, Sr.,  should  receive  a  salary  in  consideration  of 
the  performance  by  him  of  those  duties,  in  addition 
to  his  profits. 

It  is  also  submitted  that  under  the  circumstances  of 
the  case  it  was  most  natural  and  reasonable  that  the 
powers  of  management  should  be  vested  in  Harkness, 
Sr.  When  the  partnership  was  first  formed  it  was 
evident  to  everyone  that  both  Harkness,  Jr.,  and  Col- 
gate would  be  absent  for  an  indefinite  period,  and  this 
required  the  assumption  of  management  powers  by 
the  most  experienced  and  unquestionably  the  most 
capable  member  of  the  partnership. 

Moreover,  as  the  Board  of  Tax  Appeals  once  ob- 
served : 

^'A  partnership  not  infrequently  has  a  manager.^' 
{George    Bros.    &    Co.    v.    Commissioners^    41 
B.T.A.  287,  293  (1940).) 

Decisions  of  the  California  Appellate  Courts,  as 
well  as  decisions  of  the  Tax  Court,  are  authority  for 
the  proposition  that  the  fact  that  the  power  of  man- 
agement is  conferred  upon  one  of  the  partners  does 
not  negative  the  existence  of  the  partnership.  In  the 
California  case  of  Lyon  v.  MacQuarrie,  46  Cal.  App. 
(2d)  119,  115  Pac.  (2d)  549  (1941),  the  following  is 
stated  in  support  of  this  proposition: 
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**That  there  was  no  complete  control  of  every 
part  of  the  venture  vested  in  each  partner  does 
not  negative  the  existence  of  a  partnership,  for, 
by  agreement,  one  partner  may  be  given  the  duty 
of  management  of  the  partnership  enterprise  or 
any  part  of  it.  {Thompson  v.  0.  W,  Childs  Es- 
tate Co.,  90  Cal.  App.  552,  266  Pac.  293;  Asso- 
ciated Piping  &  Engineering  Co,,  Ltd.  v.  Jones, 
17  Cal.  App.  (2d)  107,  61  Pac.  (2d)  536.)'' 

In  the  case  of  J .  A.  Riggs  Tractor  Co.  v.  Commis- 
sioner, 6  T.(\  889  (1946),  the  Commissioner  contended, 
among  other  things,  that  because  of  a  certain  manage- 
ment provision,  the  partnership  there  in  question  was 
not  a  partnership,  but  an  association.  The  manage- 
ment ])rovisi()n  in  tlie  Riggs  case  read,  in  part,  as  fol- 
lows : 

"*  *  *  provided  that  in  the  event  of  a  disagree- 
ment or  diiference  in  opinion  between  the  part- 
ners as  to  any  matter  of  policy  or  any  action  to 
he  taken  or  omitted  in  the  conduct  of  the  partner- 
ship business,  the  judgment  of  John  A.  Riggs, 
Sr.,  ^  *  *  shall  be  controlling,  and  shall  deter^nine 
the  policy  to  be  adopted  and  the  action  to  be 
taken  or  omitted.''  (Emphasis  supplied.) 
(6  T.C.  892.) 

The  Court  will  note  that  by  its  very  generality  the 
above  quoted  provision  conferred  upon  Riggs,  Sr., 
powers  which  were  by  far  more  extensive  than  those 
granted  to  Harkness,  Sr.  Notwithstanding  this  last 
mentioned  Tact,  the  Tax  Court  held  that  this  was  not 
incompatible  with  the  existence  of  a  true  partnership, 
and  in  so  doing  stated  the  following: 
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**The  fact  that  Riggs,  Sr.  was  given  a  controlling 
vote  in  the  event  of  a  disagreement  ))etween  the 
partners  or  a  difference  in  opinion  as  to  a  policy 
to  be  adopted  does  not  alter  the  case.  It  is  not 
uncommon  for  a  partnership  to  have  a  managing 
partner,  Cf.  George  Bros.  &  Co.,  supra.  Cer- 
tainly, that  part  of  the  partnership  agreement 
giving  Riggs,  Sr,  this  veto  power  is  not  so  rare 
a  provision  in  partnership  agreemeyits  as  to  re- 
quire our  holding  that  this  enterprise  was  more 
than  an  ordinary  partnership.  It  is  not  an  un- 
common feature  in  partnership  agreements.  We 
are  unable  to  discern  any  real  distinction  between 
the  management  and  control  of  petitioner's  busi- 
ness and  the  management  and  control  of  the  busi- 
ness of  ordinary  partnerships.  We  are  satisfied 
that  the  operations  and  business  conduct  of  peti- 
tioner more  closely  resemble  the  operations  of  an 
ordinary  partnership  than  the  operations  of  a 
corporation."   (Emphasis  supplied.) 

(6T.C.  897,898.) 

The  only  conclusion  to  be  drawn  from  the  foregoing 
is  that  the  former  unfettered  power  and  control  which 
Harkness,  Sr.,  once  had,  have  been  effective  and  sub- 
stantially limited  and  diminished  by  the  terms  of  the 
partnership  agreement,  and  by  the  provisions  of  the 
California  Civil  Code  applicable  to  the  partnership 
relation.  In  addition,  the  foregoing  also  demonstrates 
that  the  powers  of  management  vested  in  Harkness, 
Sr.,  have,  under  the  facts  of  this  case,  a  reasonable 
basis  and  are,  under  the  authority  of  the  decisions 
of  the  Tax  Couit  and  other  Couiis  entirely  consistent 
with,  and  do  not  negative  the  existence  of  a  true 
partnership. 
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It  is  respectfully  submitted  in  the  light  of  the  fore- 

t  going,  that  because  of  the  terms  of  the  parties'  bona 

;  fide  agreement  Harkness,  Sr.,  did  not  have  the  control 

of  a  sole  proprietor  of  the  business  of  United  Packing 

:  Company  in  1943. 

The  Tax  Court  next  seeks  to  support  its  findings  on 
erroneous  and  invalid  inferences  drawn  from  the  pio- 
j  visions  of  the  supplementary  agreement  of  January  4, 
!  1943.  The  Tax  Court  draws  an  inference  of  lack  of  in- 
,  tent  from  the  fact  that  this  agreement  contemplated 
that  for  the  duration  of  the  war  Harkness,  Sr.,  was  to 
be  the  sole  active  partner  and  was  to  be  paid  a  sal- 
ary commensurate  to  the  responsibilities  assumed  by 
him.  From  the  provisions  of  this  instrument  and  from 
the  further  circumstance  that  Harkness,  Sr.,  was  the 
only  pai-tner  that  was  active  in  1943,  the  Tax  ('ourt 
draws  the  following  additional  erroneous  inference: 
ii^  *  *  the  income  of  United  Packing  Co.  for  1943 
was  earned  by  the  efforts  of  Harkness,  Sr.,  and 
the  capital  contributed  by  both  petitioners  rathei* 
than  from  the  services  or  capital  contributions  of 
the  son  and  daughter"  (R.  279-289). 

These  erroneous  inferences  overlook  that  the  serv- 
ices performed  by  Harkness,  Sr.,  were  not  performed 
by  him  as  a  sole  proprietor  but  as  an  employee  and 
agent  of  the  partnership.  These  inferences  likewise 
ignore  that  capital  of  which  the  children  were  ^^true 
owners"  was  being  employed  in  the  operations  of  the 
partnership.  Lastly,  these  inferences  also  ignore  that 
important  services  were  rendered  by  Chris  Sorenson, 
another  employ(»e  of  the  partnership,  during  the  vear 
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in  question,  and  that  the  partnership,  not  Harkness, 
Sr.,  i)aid  this  employee  substantial  compensation  for 
his  services.  Exhibit  5-E,  attached  to  the  stipulation 
of  facts  (R.  53-54),  shows  that  Sorenson  received  from 
the  partnership  for  his  services  th(^  sum  of  $53,283.39. 
In  addition,  Sorenson  received  as  his  share  of  the 
profits  from  the  operation  of  the  '^ River  Ranch"  by 
the  partnership  the  sum  of  $60,309.92  (Exhibit  4-D, 
R.  52).  In  this  connection  it  should  be  recalled  that  all 
the  fimds  necessary  for  the  purchase  of  the  ''River 
Ranch"  were  advanced  by  the  partnership  (R.  269- 
270). 

In  the  case  of  Greenberger  v.  Commissioner,  supra, 
the  respondent  sought  to  ]:)revail  on  the  basis  of 
similar  erroneous  inferences  drawn  by  the  Tax  Court 
from  the  evidence.  In  that  case  the  petitioner  had 
formed  a  family  partnership  with  his  wife  and  minor 
children.  The  children  and  the  wife  rendered  no  serv- 
ices, and  the  facts  showed  that  the  income  of  the  pai-t- 
nership  had  been  earned  through  the  j)ersonal  services 
of  the  petitioner  and  other  employees  of  the  partner- 
ship. The  Tax  Court  held,  therefore,  that  all  the 
income  of  the  paiinershiyi  should  be  taxed  to  the  Pe- 
titioner. The  Court  of  Appeals  for  the  Seventh  Cir- 
cuit reversed  the  Tax  Court.  The  Coui-t  of  Appeals  de- 
termined that  the  partnei'ship  was  bona  fide  and  on  the 
basis  of  this  determination  found  that  the  income  be- 
longed to  the  partnership  and  not  to  the  Petitioner. 
In  this  connection  the  Court  of  Appeals  said: 

''Another  contention   closely   tied   in   with  the 
lack  of  capital  as  an  income  producing  Fnctor  is 
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that  petitioner  by  the  rendition  of  personal  serv- 
ice was  responsible  for  production  of  the  income. 
It  is  true  the  court  in  Tower  stated,  327  U.S.  at 
page  289,  66  S.  Ct.  at  page  537,  ^The  issue  is  who 
earned  the  income/  but  the  court  also  stated, 
*that  issue  depends  on  whether  this  husband  and 
wife  really  intended  to  carry  on  business  as  a 
partnership.'  //  the  partner  ship  in  the  instant 
case  ivas  bona  fide,  as  tve  think  it  was,  the  in- 
come earned  was  that  of  the  partnership  and  not 
that  of  petitioner.  While  petitioner  undoubtedly 
was  the  predominating  force  in  the  <3onduct  and 
management  of  the  business,  the  Commissioner 
overlooks  the  fact  that  the  partnership  paid  him  a 
salary  of  $45,000  per  anruim  during  each  of  the 
taxable  years  for  his  services  thus  rendered.  In 
this  connection,  it  is  pei-tinent  to  note  that  only 
24%  of  the  partnership's  income  for  1943,  and 
37%  for  1944,  were  attributable  to  commissions 
earned  by  petitioner.  The  remainder  of  the  in- 
come was  attributable  to  commissions  earned  by 
other  employees,  called  sales  engineers.  The  Com- 
missioner, in  our  view,  erroneously  treats  these 
sales  engineers  as  employees  of  petitioner  rather 
than  of  the  partnership/'  (Emphasis  supplied.) 
(177  F.  (2d)  994.) 

The  Tax  Court  attempts  to  find  further  support  for 
its  invalid  finding  in  the  fact  that,  so  far  as  the  record 
shows,  the  children  were  consulted  only  with  refer- 
ence to  one  transaction  during  the  year  1943.  This 
transaction  involved  the  purchase  of  the  '^  River 
Ranch."  This  fact  does  not  aid  the  Tax  Court.  This 
transaction  was  the  only  transaction  during  the  year 
1943  which  was  not  in  the  category  of  those  that  may 
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be  classified  as  being  within  the  ordinary  course  of 
the  business  of  the  partnership.  This  was  an  extraor- 
dinary transaction,  which  entailed  among  other  things 
the  advancing  of  funds  for  the  purchase  of  Soren- 
son's  interest.  This  demonstrates  very  clearly  that 
when  Harkness,  Sr.,  sought  and  obtained  the  con- 
sent of  his  children  before  entering  into  the  trans- 
action, he  realized  that  he  was  not  a  sole  proprietor 
and  that  he  was  cognizant  of  his  partnership  obli- 
gations, i 

As  a  final  point  in  support  of  its  contentions,  the 
Tax  Court  states  that  Harkness,  Sr.,  admitted  that 
the  conduct  of  the  business  in  1943  remained  essen- 
tially the  same  as  in  1942,  when  he  operated  it  as  a . 
sole  proprietor  (R.  279).  In  appraising  the  validity 
of  this  point  we  should  refer  to  the  testimony  on 
which  it  is  based.  This  testimony  is  as  follows: 

^^Q.  Now,  after  the  agreement  of  December 
31,  1942,  what  change  was  made  in  the  conduct 
of  the  business? 

A.  No  change  could  be  made  immediately.  I 
had  to  continue  along  paying  the  high  bonuses, 
high  salaries,  and  putting  in  an  extra  lot  of 
hours  myself. 

Q.  Continued  just  the  same  as  it  had  prior 
to  1942,  didn't  it? 

A.  No.  We  had  a  lot  more  troubles  in  '43  and 
'44  than  we  ever  had  in  '42. 

Q.    Well 

A.     The  war  was  on,  Mr.  Mather. 
Q.     The  war  was  on  in  '41  ? 
A.     December   8,    1941,    we    actually    declared  ' 
war,  pretty  near  the  end  of  the  year. 
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Q.  How  did  your  business  change  in  its  op- 
eration after  your  agreement  of  December  31, 
1942? 

A.     Let  me 

Q.     Just  answer  my  question  if  you  can. 

A.     How  did  the  business  operations  change? 

Q.    Yes. 

A.     They  didn't  change. 

Q.  When  was  the  first  time  they  changed 
after  your  agreement  of  December  31,  1942? 

A.  Well,  with  the  return  of  Mr.  Colgate  in 
October,  1944,  that  is  the  first  time  that  one  of 
the  partners  participated"  (R.  152-153). 

The  above  quoted  portion  of  the  record  shows  very 
general  answers  to  very  general  questions  propounded 
to  the  witness  on  cross  examination  by  counsel  for 
the  Respondent,  and  their  content  demonstrates  that 
by  a  change  of  operation  the  witness  had  in  mind 
merely  an  actual  participation  in  the  conduct  of  the 
business  by  the  other  partners,  and  not  other  changes 
as  to  which  there  is  abundant  evidence.  It  is  ap- 
parent also  that  this  testimony  has  no  bearing  on  the 
issues.  We  know  of  no  case,  and  the  decision  of  the 
Tax  Court  fails  to  mention  any,  which  would  require 
a  change  in  the  manner  of  operating  a  demonstrably 
successful  business  as  a  condition  precedent  to  estab- 
lishing the  bona  fides  of  a  partnership  formed  to  ac- 
quire and  operate  such  a  business. 

We  submit  that  all  of  the  foregoing  shows,  as  we 
have  said  before,  that  the  findings  and  decision  of  the 
Tax  Court  result  solely  from  its  resort  to  the  invalid 
original  capital- vital  services  tests. 


76 


C.  The  Tax  Court  Erred  in  Concluding  That  Petitioners'  Chil- 
dren Did  Not  Have  Unhampered  Enjoyment  of  Their  Respec- 
tive Shares  of  the  Proceeds  of  the  Business.  This  Conclusion 
Is  Unreasonable  and  Contrary  to  the  Record. 

In  C ommissio7ier  v.  Culbertson,  supra,  the  Supreme 
Court  stated  that  if  a  participant  in  a  partnership 
arrangement  is  free  to,  and  does  enjoy  the  income  of 
the  partnership,  this  fact  gives  a  strong  indication 
of  the  reality  of  the  arrangement. 

*^If  the  donee  of  property  who  then  invests  it  in 
the  family  partnership  exercises  dominion  and 
control  over  that  property — and  through  that  con- 
trol influences  the  conduct  of  the  partnership  and 
the  disposition  of  its  income — he  may  well  be  a 
true  partner.  Whether  he  is  free  to,  and  does,  en- 
joy the  fruits  of  the  partnership  is  strongly  in- 
dicative of  the  reality  of  his  participation  in  the 
enterprise.^'  (337  U.S.  747;  93  L.ed.  1668.) 

There  is  abundant  evidence  in  the  record  to  show 
that  Petitioners'  children  were  at  all  times  free  to 
enjoy  their  respective  shares  of  the  profits  of  the  busi- 
ness. In  the  statement  of  the  facts  we  have  shown 
that  Petitioners'  daughter  and  her  husband  withdrew 
in  the  period  1943-47  the  sum  of  $100,138.48  as  and 
for  salary  and  net  profits  from  the  business,  and  that 
Petitioners'  son  during  the  same  period  withdrew 
salary  and  profits  in  the  sum  of  $121,484.51.  It  should 
be  remembered  that  these  withdrawals  do  not  include 
sums  used  for  the  payment  of  taxes. 

The  Tax  Court  attempts  to  destroy  the  effectiveness 
of  this  evidence  by  disregarding  the  free  enjoyment 
of  profits  by  Petitioners'  children  in  the  years  suKse- 
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quent  to  1943  and  by  seizing  on  the  circumstance 
that  the  children  had  pledged  the  first  profits  to  the 
payment  of  their  notes.  In  this  connection  the  Tax 
Court  said: 

**  Furthermore,  the  Harkness  children  had  no 
imhampered  enjoyment  of  their  share  of  the  prof- 
its, for  net  income  accruing  to  them  was  first  to 
be  turned  over  to  Harkness,  Sr.,  and  applied  to 
any  payments  he  may  have  advanced  to  them 
and  the  balance  was  then  to  be  applied  on  the 
promissory  notes  executed  in  his  favor''  (R.  278). 

This  conchision  is  unreasonable.  It  is  premised  on 

the  absurd  proposition  that  a  debtor  does  not  own  or 

enjoy  income  if  he  employs  it  to  pay  his  debts.    This 

proposition  is  unreasonable  even  when  judged  in  the 

abstract,  but  the  extent  of  its  absurdity  is  emphasized 

when  considered  in  the  light  of  the  facts  of  this  case. 

The  evidence  shows  that  Petitioners'  children  and  their 

son-in-law  greatly  desired  to  become  associated  with  the 

I  family  business.  The  evidence  also  shows  that  in  order 

I  to  satisfy  this  desire  they  would  have  to  pay  for  their 

I  interests  in  the  business,  because  Harkness,  Sr.,  did 

not  believe  in  giving  his  children  anything  but  the 

opportunity  to  make  good  (R.  148).   Therefore,  in  the 

I  making  of  the  bargain  the  children  satisfied  their  de- 

!  sire  and  Harkness,  Sr.,  his  beliefs,  by  an  agreement 

I  that  the  first  profits  of  the  partnership  be  used  to  pay 

I  the  notes. 

'  This  makes  it  evident  that  when  the  children  dis- 
posed of  their  right  to  receive  part  of  their  income  in 
order  to  satisfy  their  desire  to  become  co-partners  in 
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the  business,  they  enjoyed  the  fruits  of  their  invest- 
ment to  the  same  extent  as  if  they  had  not  disposed 
of  their  right  to  collect  it.  As  authority  for  this  propo- 
sition we  rely  on  the  following  taken  from  Helvering 
V,  Horst,  311  U.  S.  112,  116-117,  85  L.  ed.  75,  78 
(1940) : 

^^If  the  taxpayer  procures  payment  directly  to 
his  creditors  of  the  items  of  interest  or  earnings 
due  him,  see  Old  Colony  Trust  Co.  v.  Commis- 
sioner of  Internal  Revenue,  279  U.  S.  716,  73  L. 
ed  918,  49  S  Ct  499,  supra ;  Bowers  v.  Kerbaugh 
Empire  Co.,  271  US  170,  70  L  ed  886,  46  S  Ct  449; 
United  States  v.  Kirby  Lumber  Co.,  284  US  1,  76 
L  ed  131,  52  S  Ct  4,  or  if  he  sets  up  a  revocable  trust 
with  income  payable  to  the  objects  of  his  bounty, 
§§  166,  167,  Revenue  Act  of  1934,  26  USCA  Int. 
Rev.  Acts  1940  ed.  p.  727 ;  Corliss  v.  Bowers,  281 
US  376,  74  L  ed  916,  50  S  Ct  336,  supra;  cf. 
Dickey  v.  Burnet  (CCA  8th)  56  F  (2d)  917,  921, 
he  does  not  escape  taxation  because  he  did  not 
actually  receive  the  money.  Cf.  Douglas  v.  Will- 
cuts,  296  US  1,  80  L  ed  3,  56  S  Ct  59,  101  ALR 
391;  Helvering  v.  Clifford,  309  US  331,  84  L  ed 
788,  60  S  Ct  554. 

*^  Underlying  the  reasoning  in  these  cases  is  the 
thought  that  income  is  ^realized'  by  the  assignor 
because  he,  who  owns  or  controls  the  source  of  the 
income,  also  controls  the  disposition  of  that  which 
he  could  have  received  himself  and  diverts  the 
payment  from  himself  to  others  as  the  means  of 
procuring  the  satisfaction  of  his  wants.  The  tax- 
payer has  equally  enjoyed  the  fruits  of  his  labor 
or  investment  and  obtained  the  satisfaction  of  his 
desires  whether  he  collects  and  uses  the  income  to 
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procure  those  satisfactions,  or  whether  he  dis- 
poses of  his  right  to  collect  it  as  the  means  of  pro- 
curing them,  Cf.  Burnet  v.  Wells,  289  US  670,  77 
L  ed  1439,  53  S  Ct  761,  supra/'  (Emphasis  sup- 
plied.) 

The  Tax  Court  has  entirely  overlooked  that  the  chil- 
dren through  this  pledge  of  income  got  something  of 
substantial  value  which  they  contributed  to  the  capi- 
tal of  the  co-partnership.  This,  too,  illustrates  that 
the  Tax  Court  completely  lost  sight  of  the  Supreme 
Court's  mandate  to  find  whether  the  Petitioners'  chil- 
dren were  bona  fide  partners  *^  because  of  contribution 
of  capital  of  which  they  were  the  true  owners". 


CONCLUSION. 

The  record  in  this  case  shows  without  contradiction, 
that  Petitioners'  children  were  the  true  owners  of  the 
capital  they  contributed  to  the  partnership.  This  fact, 
taken  together  with  all  the  other  facts  in  evidence, 
establishes  that  the  i)arties  really  and  truly  intended 
to  Join  together  for  the  purpose  of  carrying  on  a  busi- 
ness and  sharing  in  its  profits  and  losses.  There  is 
no  evidence  that  the  partnership  was  a  mere  sham 
utilized  for  the  T)urpose  of  reducing  the  Petitioners' 
true  tax  liability  by  a  pretended  distribution  of  in- 
come. Measured  by  every  test,  the  evidence  discloses 
that  the  arrangement  here  in  question  fulfills  all  the 
conditions  necessary  to  qualify  it  as  a  valid  partner- 
ship for  income  tax  purposes.    The  Petitioners  have, 


80 


therefore,  effectively  carried  the  burden  of  showing 
the  reality  of  their  partnership. 

It  is  submitted  that  the  decision  of  the  Tax  Court 
should  be  reversed. 

Dated,  San  Francisco,  California, 
November  10, 1950. 

Respectfully  submitted, 

Philip  S.  Ehrlich, 
Albert  A.  Axelrod, 
R.  J.  Hecht, 
Irving  Rovens, 

Attorneys  for  Petitioners, 


(Appendix  Follows.) 
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Articles  of  Co-Partnership 


These  Articles  of  Co-Partnership,  made  and  entered 
into  this  31st  day  of  December,  1942,  by  and  between 
Floyd  J.  Harkness,  first  })arty;  Molly  A.  Harkness, 
second  party;  Floyd  James  Harkness,  Jr.,  third 
party;  and  Harriet  Harkness  Colgate,  fourth  party, 
the  first,  second  and  third  parties  being  residents  of 
the  County  of  Fresno,  State  of  California,  and  fourth 
party  being  a  resident  of  Columbus,  Franklin  County, 
Ohio: 

WITNESSETH  : 

That  the  said  parties  hereto  for  themselves,  their 
heirs,  executors,  administrators  and  assigns  agree  to 
become  co-partners  in  the  business  of  carrying  on  a 
general  business  of  growing,  packing,  shipping  and 
distributing  of  fresh  fruit  and  vegetables  in  the  State 
of  California,  including  the  purchasing  and  selling  of 
any  and  all  kinds  of  real  and  personal  property  neces- 
sary in  carrying  on  and  conducting  said  business,  and 
said  business  shall  be  conducted  under  the  firm  name 
and  style  of  ^^  UNITED  PACKING  CO/^  from  Janu- 
ary 1st,  1943  until  such  time  as  the  said  co-partners 
shall  mutually  agree  to  dissolve  said  co-partnership, 
or  the  said  co-partnership  shall  be  otherwise  as  herein- 
after provided  dissolved,  and  that  the  terms  upon 
\fhich  the  said  parties  have  entered  into  said  co-part- 
nership are  hereinafter  stated  as  follows,  to-wit: 
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That  the  said  business  of  growing,  packing,  ship- 
ping and  distributing  of  fresh  fruit  and  vegetables 
and  any  other  business  which  shall  be  incidental  and 
necessary  thereto,  shall  be  carried  on  in  the  State  of 
California  and  that  the  principal  place  of  business  of 
said  co-partnership  shall  be  in  the  Rowell  Building 
in  the  City  of  Fresno,  County  of  Fresno,  State  of 
California  or  at  any  other  place  or  places  as  the  part- 
ners shall  hereafter  determine  and  that  the  firm  name 
and  style  of  said  co-partnership  business  shall  be 
UNITED  PACKING  CO.,  with  real  and  personal 
property  belonging  thereto  located  in  the  Counties  of 
Kern,  Tulare,  San  Joaquin  and  Fresno,  State  of  Cali- 
fornia. 

It  is  understood  and  agreed  by  and  between  the 
parties  hereto  that  said  first  party  has  been  conduct- 
ing the  above  mentioned  business  individually  under 
the  firm  name  and  style  of  United  Packing  Co.,  and 
that  he  and  Molly  A.  Harkness,  his  wife,  second  party 
herein,  have  been  the  owners  of  all  the  real  and  per- 
sonal property,  equipment  and  materials  that  are  now 
used  in  carrying  on  said  business,  together  with  such 
moneys  as  may  now  be  on  deposit  in  the  name  of  the 
said  United  Packing  Co.  and  together  with  any  and  all 
outstanding  accounts  owing  as  of  this  date,  the  said 
Floyd  J.  Harkness  and  Molly  A.  Harkness,  first  and 
second  parties  herein,  do  by  these  presents,  seiJ,  con- 
vey and  set  over,  an  undivided  one-fourth  partnership 
interest  in  and  to  all  of  the  partnership  property  of 
the  United  Packing  Co.  to  each  of  the  third  and 
fourth  parties,  namely,  Floyd  James  Harkness,  Jr., 
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and  Harriet  Harkness  Colgate,  and  from  this  date  on 
each  of  the  said  co-partners  above  named,  shall  be  and 
become  the  owners  of  an  undivided  one-fourth  interest 
of  all  of  the  property  of  the  said  co-partnership  doing 
business  under  the  firm  name  and  style  of  United 
Packing  Co.  and  that  the  real  and  personal  property 
which  shall  compose  the  capital  of  the  said  co-partner- 
ship and  belong  to  the  newly  organized  co-partnership 
is  described  in  a  Schedule  marked  Exhibit  *'A''  and 
attached  hereto  and  made  a  part  of  this  agreement  as 
if  herein  fully  set  out,  and  that  there  shall  also  belong 
to  said  co-partnership  any  and  all  other  assets  which 
now  belong  to  said  co-partnership  and  are  not  herein 
described  as  well  as  any  and  all  other  assets  which 
may  hereafter  belong  to  said  co-partnership;  that  all 
thereof  shall  belong  equally  to  all  of  the  partners 
herein  named  and  in  consideration  of  said  first  party 
conveying  all  of  said  real  and  personal  property  to 
said  co-partners  being  conducted  under  the  firm  name 
and  style  of  the  United  Packing  Co.,  and  which  is 
agreed  to  be  of  the  net  value  of  $138,241.61,  that  the 
said  third  and  fourth  party  shall  each  execute  in  favor 
of  first  party  a  promissory  note  in  the  sum  of  $34,- 
560.40  payable  in  the  manner  as  herein  set  forth  to 
first  party,  and  which  sum  shall  be  the  purchase  price 
for  their  imdivided  one-fourth  interest  in  and  to  all 
of  the  assets  of  said  co-partnership. 

It  is  understood  and  agreed  by  and  between  the 
parties  hereto  that  the  said  first  and  second  parties 
are  husband  and  wife  and  that  all  of  the  property 
which  said  first  party  is  on  this  date  conveying  to  the 
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newly-formed  co-partnership,  in  which  all  of  the 
above  named  parties  are  equal  partners,  has  been  ac- 
cumulated by  first  and  second  parties  during  their 
married  life  and  is  the  community  proi)erty  of  first 
and  second  parties  and  that  one-half  thereof,  hy  rea- 
son thereof,  is  the  property  of  said  second  party  and 
that  the  said  second  party  does  herewith  join  first 
party  in  the  conveying  of  all  of  the  said  assets  herein 
described  to  the  said  co-partnership  so  that  from  this 
date  on,  all  of  the  said  property  now  belonging  to  the 
said  United  Packing  Co.  and  any  and  all  other  prop- 
erty which  may  hereafter  belong  to  said  co-partner- 
ship shall  be  owned  equally  by  all  the  said  co-part- 
ners. 

It  is  understood  and  agreed  by  and  between  the  said 
co-partners  that  said  first  party  shall  be,  and  is  from 
this  date  on  made  the  general  manager  of  said  co-part- 
nership, and  that  he  shall  be  in  full  charge  of  all  busi- 
ness operations  of  said  co-partnership  and  that  he 
shall  have  the  full  right  to  conduct  the  business  of  said 
co-partnership  in  such  manner  as  he  may  desire,  in- 
cluding the  selling  of  any  and  all  of  the  partnership 
assets  and  the  purchasing  of  such  other  property  as 
he  may  desire  in  the  name  of  said  co-partnership  to- 
gether with  the  right  to  borrow  such  money  as  he  may 
deem  necessary  to  carry  on  said  business  and  in  con- 
sideration thereof  it  is  understood  and  agreed  that 
first  party  is  to  receive  for  his  said  services  a  certain 
percentage  of  the  net  profits  of  said  business  to  be 
agreed  upon  between  all  of  the  partners  herein  from 
time  to  time  as  they  may  agree  upon  between  them- 


selves,  and  that  the  balance  of  the  net  income  of  said 
co-partnership  shall  be  equally  divided  between  all  of 
the  co-partners  herein  at  such  time  or  times  as  they 
may  agree  upon,  provided  however  that  any  profits 
which  third  and  fourth  parties  are  entitled  to  receive 
shall  be  paid  to  first  party  and  applied  by  him  first,  to 
any  payment  which  first  party  may  have  advanced  to 
third  and  fourth  parties,  together  with  interest  there- 
on and  the  balance  thereof,  if  any,  shall  be  applied 
by  first  party  in  the  payment  of  the  promisory  notes 
which  the  said  third  and  fourth  parties  have  executed 
in  favor  of  first  party  for  the  purchase  price  of  their 
share  in  said  co-partnership  business. 

It  is  understood  and  agreed  that  the  said  first  party 
as  general  manager,  and  any  one  of  the  other  co-part- 
ners acting  together  shall  have  the  right  to  bind  the 
said  co-partnership  in  such  manner  or  form  as  they 
may  deem  necessary,  in  order  to  carry  on  the  business 
of  the  said  co-partnership,  and  that  no  other  co-part- 
ner shall  have  the  right  to  in  any  manner  bind  the 
said  co-partnership,  and  that  no  co-partner  shall  have 
the  right  to  in  any  way  sell,  assign,  set  over,  transfer 
or  hypothecate  his  undivided  one-fourth  interest  in 
said  co-partnershij)  without  first  obtaining  the  writ- 
ten consent  of  two  other  co-partners. 

It  is  understood  and  agreed  that  said  first  party  as 
general  manager  of  said  co-partnership  shall  devote 
such  portion  of  his  time  and  attention  to  the  conduct- 
ing and  carrying  on  of  said  Inisiness,  as  he  shall  deem 
necessary  and  proper  ])ut  that  he  will  at  all  times  use 


his  own  good  judgment  and  best  efforts  and  experience 
in  carrying  on  said  business  for  the  best  interests  of 
all  parties  concerned  and  that  second,  third  and  fourth 
parties  shall  not  devote  any  time  or  attention  in  carry- 
ing on  said  business  unless  hereafter  agreed  upon  by 
and  between  any  three  of  said  co-partners  and  at  that 
time  it  shall  be  agreed  upon  by  and  between  any  three 
of  said  partners  as  to  what  the  compensation  shall  be 
for  the  services  which  third  and  fourth  partner  may 
contribute  towards  the  carrying  on  of  said  co-partner- 
ship business. 

It  is  understood  and  agreed  that  there  shall  be  kept 
at  all  times  a  complete  set  of  books  of  account  wherein 
there  shall  be  entered  any  and  all  records  and  transac- 
tions of  said  business  and  that  the  said  first  party 
shall  have  complete  charge  thereof  and  that  said  ])ooks 
shall  be  under  his  immediate  super\dsion  and  that  the 
said  first  party  shall  have  the  full  charge  of  the  col- 
lections and  expenditures  of  all  of  the  moneys  received 
and  taken  in,  in  the  carrying  on  of  said  business,  and 
that  all  of  the  business  transactions  of  said  first  party 
in  carrying  on  said  business  shall  be  binding  on  all 
of  the  said  co-partners. 

It  is  understood  and  agreed  in  this  connection  that 
first  party  will  render  on  the  1st  of  each  year  a  true 
and  full  statement  and  account  of  the  profits  or  losses 
of  said  business  and  all  other  matters  and  transactions 
done  and  performed  in  connection  with  said  business. 

It  is  understood  and  agreed  by  and  between  the 
parties  hereto  that  upon  the  consent  of  the  managing 


;  partner  and  two  of  the  remaining  partners  that  the 
[  capital  of  the  partnership  may  ])e  increased  to  such 
[  sum  as  may  be  determined  by  them,  and  that  there- 
after each  of  the  partners  shall  contribute  their  re- 
spective share  of  the  capital  increase.  In  the  event 
the  managing  partner  and  two  of  the  other  partners 
desire  to  reduce  the  capital  of  the  partnership  or 
withdraw  profits,  then  such  determination  shall  be- 
come binding  upon  all  the  partners  hereto. 

It  is  further  understood  and  agreed  by  and  between 
the  parties  hereto  that  each  one  of  the  partners  will 
not,  without  the  previous  consent  in  writing  of  the 
other  partners,  enter  into  any  bond  or  become  bail  .or 
security  for  any  person  or  persons  or  do  or  suffer 
to  be  done  anything  whereby  the  capital  or  property 
of  the  co-partnership  may  be  taken  by  execution  and 
that  each  partner  shall  punctually  pay  his  own  sep- 
arate debts  and  should  any  one  of  the  said  co-partners 
become  financially  involved  in  outside  interests  so 
that  his  share  in  the  said  co-partnership  business 
shall  become  involved,  and  should  any  one  of  said  co- 
partners in  any  manner  so  become  involved  then  the 
other  co-partners  shall  have  the  right  to  acquire  such 
insolvent  partner's  right,  title  and  interest  in  said  co- 
partnership at  the  book  value  thereof  without  any 
consideration  of  the  good  will  of  the  said  co-part- 
nership and  upon  such  transfer,  such  insolvent  part- 
ner shall  have  no  further  right,  title  and  interest  in 
and  to  the  capital  assets  of  the  said  co-partnership. 

It  is  understood  and  agreed  that  in  the  event  that 
any  one  of  the  said  co-partners  desire  to  sell  or  in  any 
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way  dispose  of  their  interest  in  the  said  co-partner- 
ship business,  that  then  the  remaining  co-partners 
shall  have  the  right  to  purchase  such  partner's  inter- 
est in  said  co-partnership  and  then  the  selling  co-part- 
ner shall  convey  all  of  his  right,  title  and  interest  in 
and  to  the  said  co-partnership  property  to  the  re- 
maining co-partners,  and  shall  receive  for  such  con- 
veyed interest  the  book  value  of  such  interest  at  said 
time  without  any  consideration  of  the  good  will  of 
the  co-partnership  and  that  the  amount  which  the 
selling  co-partner  shall  receive  may  be  paid  in  cash 
by  the  remaining  co-partners,  but  if  the  remaining 
co-partners  do  not  desire  to  pay  cash  for  the  selling 
partner's  interest,  then  they  shall  have  the  right  to 
pay  such  amount  by  the  application  of  the  profits 
from  the  business  of  such  selling  partner's  share  and 
that  the  same  shall  continue  to  be  paid  in  this  man- 
ner until  the  said  purchase  price  of  such  selling  part- 
ner's interest  in  said  co-partnership  shall  have  been 
paid  in  full,  and  then  such  selling  partner  shall  exe- 
cute in  favor  of  the  remaining  co-partners  a  Bill  of 
Sale  conveying  all  his  right,  title  and  interest  in  and 
to  the  said  co-partnership  business  and  assets  to  the 
remaining  co-partners. 

It  is  understood  and  agreed  by  and  between  the  par- 
ties hereto  that  should  any  one  of  the  partners  become 
deceased,  that  then  the  remaining  co-partners  shall 
have  the  right  to  purchase  such  deceased  partner's 
share  in  said  business  at  the  book  value  at  the  time 
of  the  death  of  such  co-partner  without  any  consid- 
eration of  the  good  will  of  the  partnership  and  such 
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deceased  partner's  interest  in  said  business  shall  be 
paid  to  the  legal  rejjresentative  of  such  deceased  part- 
ner and  then  the  legal  representative  of  such  deceased 
partner's  estate  shall  convey  all  of  the  deceased  part- 
ner's right,  title  and  interest  in  and  to  the  said  co- 
partnership property  to  the  remaining  co-partners 
and  the  legal  representative  of  such  deceased  partner 
shall  receive  for  such  conveyed  interest  the  purchase 
price  for  such  deceased  partner's  interest  which  may 
be  paid  in  cash  by  the  remaining  co-partners  or  if 
the  remaining  partners  do  not  desire  to  pay  cash  for 
such  deceased  partner's  interest,  then  they  shall  have 
the  right  to  pay  such  amount  by  the  application  of 
the  profits  from  the  business  of  such  deceased  part- 
ner's interest  and  that  this  method  of  payment  shall 
continue  until  the  said  purchase  price  of  said  deceased 
partner's  interest  shall  have  been  paid  in  full  and 
that  upon  such  payment  in  full  of  the  purchase  price 
of  said  deceased  partner's  interest  in  said  co-partner- 
ship the  legal  representative  of  such  deceased  partner 
shall  execute  and  deliver  to  the  remaining  co-part- 
ners a  Bill  of  Sale  conveying  all  of  the  said  deceased 
partner's  interest  in  the  said  co-partnership  business 
and  assets. 

It  is  also  agreed  by  the  co-partners  that  in  the 
event  of  any  misunderstanding  between  the  co-part- 
ners concerning  the  matter  of  conducting  and  carry- 
ing on  of  said  business  that  then  the  partners  shall, 
between  themselves  adjust  the  same;  it  is  however 
understood  in  this  connection  that  the  decision  of  the 
general  manager  and  one  other  partner  hereto  shall 


determine  any  question  which  may  arise  between 
them  and  in  the  event  that  anyone  or  more  of  said 
co-partners  should  be  dissatisfied  with  such  decision 
then  they  shall  have  the  right  as  given  them  by  the 
laws  of  the  State  of  California  to  bring  proceedings 
in  court  for  the  purpose  of  either  dissolving  the  said 
co-partnei*ship  or  obtaining  such  relief  as  they  are 
entitled  under  the  terms  of  this  co-partnership. 

It  is  further  understood  and  agreed  that  this  co- 
partnership business  is  entered  into  on  the  proposi- 
tion that  each  partner  has  an  equal  interest  therein 
and  is  entitled  to  an  equal  share  in  all  gains,  profits 
and  increases  which  shall  come,  grow  or  arise  from, 
or  by  means  of  said  business  so  long  as  such  partner 
or  partners  shall  not  be  in  default  in  any  of  the  terms 
of  this  agreement  and  that  each  partner  shall  be  en- 
titled to  his  one-fourth  share  of  the  said  profits  and 
that  each  partner  shall  likewise  share  equally  in  any 
losses  which  the  said  partnership  may  sustain  and  that 
each  partner  shall  in  the  event  it  becomes  necessary 
to  furnish  additional  funds  by  reason  of  any  losses 
which  the  said  partnership  may  sustain,  then  each 
partner  shall  furnish  and  pay  into  the  said  business 
his  equal  share  which  may  be  necessary  in  order  to 
continue  on  with  the  said  co-partnership  business. 
It  being  agreed  that  the  decision  of  the  managing 
partner  and  any  two  of  the  remaining  paii:ners  shall 
be  final  as  to  the  matter  of  the  division  of  the  ])rofits 
and  the  amount  which  may  be  paid  in  by  each  partner 
in  the  event  it  becomes  necessary  to  do  so  on  account 
of  losses  sustained  by  the  said  co-partnership. 


.  That  ^t  the  end  or  sooner  determination  of  their  co- 
i  partnership,  the  said  co-partners,  each  to  the  other, 
:  shall  and  will  make  a  true,  just  and  final  accounting 
of  all  things  relating  to  their  said  business,  and  in 
all  things  truly  adjust  the  same;  and  that  all  and 
.  every  stock  and  stocks,  as  well  as  the  gains  and  in- 
crease thereof,  which  shall  appear  to  be  remaining, 
either  in  money,  goods,  wares,  fixtures,  debts  or  other- 
wise, shall  be  divided  between  them,  share  and  share 
alike. 

I  In  WrrxEss  Whereof^  the  above  named  partners 
have  hereunto  set  their  hands  and  signatures  the  day 
and  year  first  above  written. 


First  Party. 


Second  Party. 


Third  Party. 


Fourth  Party. 


••• 

Tin 


EXHIBIT  ''A" 


FINANCIAL  STATEMENT— UNITED  PACKING  CO. 
1/1/43 
Assets 

Cash    $100,000.00 

Lodi  Jap  Camps  428.77 

Packing  Sheds    $21,615.15 

Less:  Depr.  Reserve  15,966.41  5,648.74 

Real  Estate — Parlier 
Registered  Brands 
Auto  Equipment 


Firebauj^h  Ranch 


Otani  Tractoi 


Box  Makinj?  Machine 


Peach  Brushers 


Paper  Trays 
Office  Equipment 


Packiiifr  Equipment 


Picking  Boxes 
Packing?  ^latcrials 


9,025.96 
2,925.58 

1,500.00 
1,230.00 

6,100.38 

2,944.50 
1,898.24 

1,046.28 

1,290.56 
151.15 

1,139.41 

750.00 
750.00 

0 

2,271.11 
2,271.11 

0 

2,354.03 
1,293.03 

504.18 
1,061.00 

12,288.81 
8,976.86 

3,311.95 

6,182.60 
6,473.31 

XIV 


Accounts  Receivable : 

Andrews  Bros. 

164.50 

Benner  Tea  Co. 

2,365.00 

H.  H.  Bennett 

222.30 

Mrs.  Blazer 

575.00 

P.  V.  Cervantes 

40.00 

P.  B.  Elter 

74.45 

Goodman  Vyd. 

325.00 

M.  Kozuki 

519.03 

Mrs.  Okjima 

811.97 

Pete  Dawson 

2,430.00 

Ray  Stevens 

262.78 

Mrs.  W.  J.  Welsh 

444.40 

Liabilities 

Reserve  a/c 

.$  3  959  02 

Accounts  Payable : 

Max  Arnold 

16.95 

J.  Harkness 

20.00 

L.  Powers 

593.45 

H.  Schwaegler 

30.00 

660.40 

Capital 

F.  J.  Harkness,  Sr.  $34,560.41 

Mrs.  M.  A.  Harkness  34,560.40 

Plarriet  Harkness  Colgate  34,560.40 

F.  J.  Harkness,  Jr.  34,560.40 


$138,241.61 
$142,861.03 
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No.  12,618 
Molly  A.  Harkness,  petitioner 

V. 

Commissioner  of  Internal  Revenue,  respondent 

No.  12,619 

Floyd  J.  Harkness,  petitioner 

V. 

Commissioner  of  Internal  Revenue,  respondent 


ON  PETITIONS  FOR  REVIEW  OF  THE  DECISIONS  OF  THE  TAX 
COURT  OF  THE  UNITED  STATES 


BRIEF  FOR  THE  RESPONDENT 


OPINION   BELOW 

The  opinion  of  the  Tax  Court  (R.  250-281)'  is  re- 
ported at  13  T.C.  1039. 


^  References  designated  "R"  are  to  the  record  in  No.  12,618, 
while  references  designated  "RR"  are  to  the  record  in  No.  12,619. 
The  petitioners  are  a  husband  and  wife  who  filed  their  returns 
on  the  community  property  basis.  The  cases  present  a  common 
question,  and  were  consolidated  for  hearing  and  opinion  below. 
(R.  250.)  By  stipulation  of  the  parties  approved  by  this  Court, 
the  appeals  have  also  been  consolidated  for  purposes  of  briefing, 
argument  and  opinion.     (R.  316-317;  RR.  47.) 

(1) 


JURISDICTION 

These  petitions  for  review  (R.  285-303;  RR.  16-34) 
involve  federal  income  and  victory  taxes  for  the  year 
1943.  The  Commissioner's  notices  of  deficiency  were 
mailed  to  the  taxpayers  on  August  21,  1947.  (R.  9, 
RR.  12.)  Within  ninety  days  thereafter,  and  on  No- 
vember 10,  1947,  taxpayers  filed  petitions  with  the  Tax 
Court  for  redetermination  of  the  deficiencies  under  the 
23rovisions  of  Section  272  of  the  Internal  Revenue  Code. 
(R.  28,  RR.  9.)  The  decisions  of  the  Tax  Court  sustain- 
ing the  deficiencies  were  entered  February  15,  1950. 
(R.  284,  RR.  15.)  The  cases  are  brought  to  this  Court 
by  petitions  for  review  filed  May  12,  1950  (R.  304,  RR. 
35),  pursuant  to  the  provisions  of  Section  1141(a)  of 
the  Internal  Revenue  Code,  as  amended  by  Section  36 
of  the  Act  of  June  25, 1948.  The  cases  were  consolidated 
for  hearing  before  the  Tax  Court  (R.  250)  and  have 
been  consolidated  for  briefing,  hearing,  and  opinion  by 
this  Court.    (R.  316-317,  RR.  47). 

QUESTION  PRESENTED 

Whether  the  record  warrants  the  Tax  Court's  con- 
clusion that  taxpayers'  children  were  not  their  partners 
for  federal  income  tax  purposes  during  the  taxable  year 
1943,  and  hence  that  the  shares  of  the  1943  business  in- 
come attributed  to  the  children  were  includible  in  tax- 
payers' gross  incomes  as  defined  in  Section  22(a)  of  the 
Internal  Revenue  Code. 

STATUTE  AND   REGULATIONS  INVOLVED 

These  appear  in  the  Appendix,  infra. 


STATEMENT 

I      The  facts  as  stipulated  (R.  30-36)  and  found  by  the 
•  Tax  Court  (R.  250-273)  may  be  summarized  as  follows: 

'  Taxpayers,  husband  and  wife,  are  residents  of  Cali- 
fornia and  filed  their  income  tax  returns  on  the  com- 
munity property  basis.  They  have  a  son  who  was 
twenty-five  years  old  in  1943,  the  taxable  year  here 
involved,  and  a  daughter  who  was  then  tw^enty-three 
years  old.  From  1937  until  the  end  of  1942,  the  tax- 
payer, Floyd  J.  Harkness,"  carried  on,  as  sole  pro- 
prietor, the  business  of  growing  and  shipping  fruits 
under  the  name  of  United  Packing  Company.  The 
main  office  of  the  business  was  at  Fresno,  California, 
but  its  ojoerations  covered  a  large  area  in  the  San 
Joaquin  Valley.  The  net  income  of  the  business  for 
1942  and  1943  amounted  to  $141,790  and  $361,582,  re- 
spectively.    (R.  250-251,  271-272.) 

The  son  graduated  from  college  in  June  of  1941. 
From  1934  until  his  graduation  he  had  worked  in  his 
father's  business  during  summer  vacations,  and  in  1937 
he  quit  school  for  six  months  to  help  his  father.  For 
about  six  months  after  his  graduation  he  was  a  full- 
time  employee  at  a  salary  of  $150  per  month  plus  a 
bonus  of  about  $910.  In  January  of  1942  he  entered  the 
Air  Corps,  where  he  remained  until  1946,  and  at  the 
close  of  1942  he  still  had  a  salary  credit  on  the  books  of 
the  business  of  $1,412.05.  He  owned  no  substantial 
l)roperty  outside  of  these  earnings.    (R.  252,  270-271.) 


-  The  term  ''taxpayer,"  whenever  appearing  herein,  has  reference 
to  petitioner  Floyd  J.  Harkness.  His  wife  is  a  petitioner  only 
because  the  returns  were   filed   on   a   community   property   basis. 


The  daughter  graduated  from  college  in  June  of  1942. 
During  summer  vacations  she  had  occasionally  per- 
formed secretarial  services  for  her  father.  Shortly 
after  her  graduation  she  married  one  Colgate,  who  was 
then  serving  in  the  Army,  and  from  then  until  October 
of  1944  she  spent  her  time  housekeeping  for  her  husband 
at  various  military  posts.  Throughout  the  taxable  year 
(1943)  she  and  her  husband  were  stationed  at  Columbus, 
Ohio.  She  owned  no  significant  amount  of  property. 
(R.  252-253.) 

In  the  fall  of  1942  taxpayer  decided  to  convert  his 
business  from  a  sole  proprietorship  to  a  partnership 
composed  of  his  wife,  son  and  daughter.  The  primary 
reason  was  to  obtain  the  future  services  of  his  son  and 
son-in-law.  He  was  w^ell  aware  that  neither  would  be 
available  for  the  duration  of  the  w^ar,  and  that  he  would 
be  the  only  active  partner  in  the  meantime,  but  he  hoped 
to  obtain  their  services  after  they  left  the  Army.  He 
also  felt  that  if  he  made  his  children  partners  they 
would  be  willing  to  leave  their  share  of  the  profits  in 
the  business.  Tax  saving  was  only  a  secondary  con- 
sideration in  his  decision  to  form  the  partnership.  (R. 
253-256,  275-276.) 

In  November  of  1942  a  certificate  of  co-partnership 
was  executed  by  taxpayer,  his  wife,  and  their  son  and 
daughter,  and  the  certificate  Avas  filed  with  the  county 
recorder.  It  stated  that  the  four  w^ere  partners  carry- 
ing on  business  under  the  name  of  United  Packing  Com- 
pany, and  that  taxpayer  was  the  general  manager  in 
full  charge  of  all  business  operations.  On  December  31, 
1942,  a  partnership  agreement  was  drafted  and  on  the 
following  day  taxpayer  and  his  wife  transferred  to  the 


;  partnership  most  of  the  assets  and  some  of  the  liabilities 
j  of  the  business  theretofore  carried  on  by  taxpayer  as 
i  sole  proprietor,  resulting  in  a  net  worth  of  $138,241.61 
.  for  the  partnership  on  that  date.  The  two  children  each 
i  bought  a  one-fourth  interest  in  the  business  for  $34,- 
i  560.41  (equivalent  to  one-fourth  of  the  net  worth)  in 
exchange  for  their  unsecured  promissory  notes  to  tax- 
payer. The  son  used  $1,392.05  of  the  credit  he  had 
earned  as  compensation  for  prior  services  to  reduce  his 
note.  These  transactions  were  reflected  on  the  books 
of  the  business.  A  few  days  later,  pending  the  execu- 
tion of  a  formal  partnership  agreement,  the  parties 
signed  a  supplemental  agreement  which  provided  that 
taxpayer  was  to  receive  a  salary  of  75  per  cent  of  the 
first  $100,000  of  the  business  net  income  as  general 
manager  of  the  partnership,  and  that  the  remaining 
profits  were  to  be  divided  equally  among  the  partners. 
The  agreement  stated  that  this  division  was  agreed  upon 
*^on  account  of  the  fact  that  he  [taxpayer]  is  the  only 
active  co-partner  in  said  business  at  this  particular  time 
and  will  continue  as  such  during  the  duration  of  the 
present  war.''  (R.  256-259.)  A  formal  partnership 
agreement,  dated  as  of  December  31,  1942,  was  signed 
by  the  parties  in  jNIarch  of  1943.  Its  execution  w^as  de- 
layed because  objections  to  certain  provisions  in  the 
original  draft  had  been  raised  by  the  daughter.  (R. 
257-259.) 

The  partnership  agreement  provided,  among  other 
things,  that  taxpayer  and  his  wife  '^sell,  convey  and  set 
over,  an  undivided  one-fourth  partnership  interest"  to 
each  of  their  children,  the  ** purchase  price"  to  consist 
of  a  promissory  note  from  each  child  to  taxpayer  equal 


to  one-fourth  of  the  net  worth  of  the  business.  Tax- 
payer was  to  be  **the  general  manager  *  ^  '^  m  full 
charge  of  all  business  operations' ^  with  *Hhe  full  right 
to  conduct  the  business  of  said  co-partnership  in  such 
manner  as  he  may  desire."  In  consideration  of  his 
services  taxpayer  was  to  receive  a  percentage  of  the  net 
profits  to  be  agreed  upon  by  the  parties,  the  balance  of 
the  profits  to  be  divided  equally.  Any  profits  to  which 
the  children  became  entitled  were  to  be  applied  first  in 
payment  of  the  promissory  notes  given  by  them  to  tax- 
payer as  the  purchase  price  of  their  partnership  in- 
terests. Taxpayer  was  to  use  **his  own  good  judgment 
and  best  efforts  and  experience  in  carrying  on  said  busi- 
ness for  the  best  interests  of  all  parties'',  while  the  other 
partners  ^^  shall  not  devote  any  time  or  attention  in 
carrying  on  said  business  unless  hereafter  agreed 
upon."  Taxpayer  was  to  ^^have  complete  charge"  of 
the  books  and  records,  and  ^^full  charge  of  the  collec- 
tions and  expenditures"  of  the  business.  Moreover, 
*^all  of  the  business  transactions  of  [taxpayer]  *  '^  * 
in  carrjdng  on  said  business  shall  be  binding  on  all  of 
the  said  co-partners."  Taxpayer  was  to  render  on  the 
first  of  each  year  a  full  accounting  of  i)rofits  or  losses. 
In  case  of  any  misunderstanding  regarding  taxpayer's 
conduct  of  the  business,  the  decision  of  taxpayer  and 
one  other  partner  was  to  be  binding,  and  if  dissatisfied 
the  other  partners  could  bring  proceedings  to  dissolve 
the  partnership.    (R.  259-269.) 

The  formation  of  the  partnership  produced  no  change 
in  the  conduct  of  the  business  during  the  taxable  year 
1943.  The  business  remained,  as  before,  completely 
under  taxpayer's  control.    The  daughter  performed  no 


!  services,  nor  did  she  participate  in  the  management  of 
;  the  business  during  1943 ;  she  and  her  husband  lived  at 
i  Columbus,  Ohio,  throughout  that  year  and  until  Octo- 
ber, 1944.  The  son  was  stationed  at  Hamilton  Field, 
California,  throughout  1943,  and  frequently  visited  the 
company's  office  on  week-ends.  He  was  unable  to  par- 
ticipate in  the  business,  but  on  these  visits  discussed  its 
problems  with  taxpayer.  He  went  overseas  in  Decem- 
ber of  1943  and  did  not  return  until  1946.  (R.  30-31, 
252-253,  270-271.) 

The  net  income  of  the  business  for  1943  amounted 
to  $361,582.  In  accordance  with  the  agreement  tax- 
payer received  the  first  $75,000  as  salary,  and  the  re- 
maining profits  were  credited  on  the  books  to  the  four 
partners  in  equal  shares  of  $71,645.50  each.  The  shares 
credited  to  the  son  and  daughter  were  first  applied  in 
payment  of  the  notes  they  had  given  to  taxpayer  for 
their  partnership  interests.  The  balance  of  the  daugh- 
ter's share  was  used  to  pay  taxes  and  for  personal  ex- 
penditures. The  balance  of  the  son's  share  (except  for 
$331  withdrawn  in  1944)  was  left  in  the  business  and 
added  to  his  capital  account.  (Ex.  6-F  to  Stip.,  R.  61, 
65;  R.  271.) 

A  partnership  return  was  filed  for  the  year  1943  in 
which  $75,000  of  the  net  income  of  the  business  was 
reported  as  compensation  paid  to  taxpayer,  and  the 
balance  as  distributable  to  the  four  partners  in  equal 
one-fourth  shares  of  $71,645.50  each.  Taxpayer  and 
his  wife  filed  separate  individual  income  tax  returns 
on  the  community  property  basis,  each  reporting  one- 
half  of  the  total  income  they  together  received,  or 
$109,145.50  each.    The  Commissioner  determined  that 


s 

the  children  were  not  partners  for  federal  income 
tax  purposes  and  that  the  total  net  income  of  the  busi- 
ness for  1943  was  taxable  to  taxpayer  and  his  wife 
on  a  community  property  basis,  and  computed  defi- 
ciencies accordingly.  (R.  271-273.)  The  Tax  Court, 
on  the  basis  of  all  the  evidence,  found  that  the  parties 
had  no  intention  to  join  together  in  conducting  the  busi- 
ness as  partners  in  1943,  and  sustained  the  Commis- 
sioner's determination.     (R.  273-280.) 

SUMMARY  OF  ARGUMENT 

In  concluding  that  taxpayer's  children  were  not  part- 
ners for  tax  purposes  during  the  taxable  year  1943,  the 
Tax  Court  followed  the  principles  prescribed  by  the 
Supreme  Court  in  the  Totver,  Lusthaiis,  and  Cidhert- 
son  cases,  and  applied  by  this  and  other  Courts  in  a  mul- 
titude of  other  family  partnership  cases.  The  issue  is 
who  earned  the  business  income  during  the  taxable  year, 
and  that  depends  on  whether  taxpayer  and  his  children 
really  intended  to  and  did  join  together  in  carrying 
on  the  business  as  partners  in  that  year.  Unless  the 
arrangement  produces  a  substantial  change  in  the  man- 
agement and  conduct  of  the  business,  it  is  without  eco- 
nomic reality  and  amounts  in  substance  to  but  a  reallo- 
cation of  the  business  income  without  any  change  in  its 
creation.  It  is  also  settled  that  whether  the  claimed 
partnership  has  economic  reality  presents  a  question 
of  fact  in  each  case,  no  single  factor  being  conclusive, 
and  that  the  Tax  Court's  determination  should  not  be 
disturbed  unless  clearly  erroneous.  Wliile  no  single 
factor  is  decisive,  nevertheless  (as  held  in  Culbertson) 
lack  of  a  contribution  of  new  capital  or  of  vital  addi- 
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tional  services  or  of  a  change  in  management  jDlaces  a 
heavy  burden  of  proof  on  the  taxpayer.  Where  the 
claimed  partnership  is  predicated  upon  a  gift  of  a  por- 
tion of  the  taxpayer's  business  capital  to  a  member  of 
his  family,  or  as  here  on  a  ^^sale''  of  some  of  the  capital 
in  exchange  for  notes  payable  out  of  the  business  profits, 
the  transferee  does  not  become  the  true  owner  of  the 
transferred  capital,  and  hence  a  true  partner  for  tax 
purposes,  unless  he  exercises  control  over  the  capital  by 
participating  in  the  management  of  the  business.  That 
the  transferee  participates  in  management  of  the  busi- 
ness or  contributes  vital  services  to  the  business  in  a 
later  year  does  not  suffice  to  make  him  a  partner  during 
the  taxable  year. 

As  is  plain  from  its  opinion,  the  Tax  Court  ap])lied 
these  established  principles.  On  the  basis  of  all  the 
evidence,  including  the  agreement  and  conduct  of  the 
parties,  it  concluded  that  taxpayer  and  his  children 
did  not  really  intend  to  join  together  in  carrying  on  the 
business  as  partners  during  1943.  Far  from  being  er- 
roneous, as  taxpayer  contends,  this  conclusion  is  amply 
supjjorted  by  the  record.  The  formation  of  the  partner- 
ship was  based  upon  (1)  a  sale  by  taxpayer  to  his  chil- 
dren of  portions  of  the  capital  already  invested  in  the 
business  by  him,  in  exchange  for  the  children's  notes 
payable  out  of  the  shares  of  the  i)rofits  ascribed  to  them 
as  partners;  and  (2)  the  expectation  that  one  of  the 
children  (the  son)  would  participate  in  management 
and  contribute  vital  services  in  future  years,  after  his 
discharge  from  the  Army.  The  sale  and  contempo- 
raneous admission  of  the  children  as  partners  produced 
no  change  in  the  conduct  of  the  business  and  the  earn- 
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ing  of  its  income  during  the  taxable  year.  The  business 
was  conducted  and  its  income  was  earned  by  taxpayer 
during  that  year  in  the  same  way  as  before,  when  he 
was  the  sole  proprietor.  The  only  difference  was  that 
portions  of  the  income  were  allocated  to  the  children. 
The  agreement  served  no  business  purpose  during  the 
taxable  year,  since  nothing  was  added  to  the  business 
by  way  of  capital  or  services  or  management.  Cumu- 
lative support  for  the  Tax  Court's  conclusion  is  fur- 
nished by  the  fact  that  the  shares  of  the  1943  profits  at- 
tributed to  the  children  as  partners  were  not  distributed 
to  them,  but  were  applied  in  payment  of  their  notes  to 
taxpayer  and  retained  in  the  business. 

Taxpayer's  elaborate  argument  reduces  itself  sim- 
ply to  the  contention  that  the  sale  of  some  of  his  capital 
to  his  son  and  daughter,  with  the  expectation  of  the 
son's  participation  in  the  business  in  years  subsequent 
to  the  taxable  year,  suffices  per  se  to  render  both  chil- 
dren partners  for  tax  purposes  during  the  taxable  year 
here  involved.  The  contention  runs  counter  to  the  Su- 
preme Court's  holding  in  the  Lustliaus  case,  and  indeed 
is  substantially  the  same  argument  as  was  advanced  by 
the  taxpayer  and  rejected  by  the  Supreme  Court  in  the 
Culbertson  case.  Even  assuming  the  argument  were 
sound  as  to  the  son,  it  has  no  applicability  as  to  the 
daughter  who  did  not  participate  in  the  business  even 
in  later  years.  This  case  is  essentially  no  different  from 
the  numerous  family  partnership  cases  in  which  an 
intra-family  sale  or  gift  of  a  portion  of  the  taxpayer's 
capital  has  been  held  ineffectual  to  render  the  trans- 
feree his  partner  for  tax  purposes.  To  hold  that  the 
Tax  Court  was  obliged  to  accord  tax  effect  to  the  in- 
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stant  arrangement  would  sanction  the  very  type  of 
formalism  repeatedly  condemned  by  the  Supreme  Court 
and  bv  this  and  other  Courts  in  like  cases. 

ARGUMENT 

The  Record  Fully  Supports  the  Tax  Court's  Conclusion  That 
Taxpayer's  Children  Were  Not  His  Partners  for  Tax  Purposes 
During  the  Taxable  Year  1943 

The  sole  question  presented  is  whether  taxpayer's 
son  and  daughter  were  his  partners  for  federal  income 
tax  purposes  during  the  taxable  year  1943.  The  mater- 
ial evidentiary  facts  are  not  in  dispute.  Prior  to  1943 
taxpayer  carried  on,  as  sole  proprietor,  a  fruit  pack- 
ing business  in  southern  California.  At  the  end  of  1942 
he  (and  his  wife,  who  owned  the  business  assets  in 
community  with  him)  transferred  a  one-fourth  interest 
in  the  business  assets  to  each  child,  in  exchange  for 
promissory  notes  of  the  children  payable  out  of  the 
business  profits,  and  contemporaneously  entered  into  a 
partnership  agreement  with  the  children.  (R.  251- 
262.)  The  agreement  provided  that  taxpayer  was  to  be 
the  '^general  manager"  of  the  business,  "in  full  charge 
of  all  business  operations",  with  the  '^full  right  to 
conduct  the  business  of  said  co-partnership  in  such 
manner  as  he  may  desire."  (R.  262-263.)  The  arrange- 
ment produced  no  change  in  the  control  and  conduct 
of  the  business  during  the  taxable  year.  Taxpayer 
continued,  as  before,  to  manage  and  carry  on  its  affairs. 
Tlie  children  contributed  no  new  capital,  did  not  par- 
ticipate in  management,  and  performed  no  services 
during  the  taxable  year.  (R.  270-271,  274-280.)  The 
son  graduated  from  college  in  1941,  worked  as  a  sal- 
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aried  employee  of  taxpayer  for  tlie  next  six  months, 
joined  the  Air  Force  at  the  beginning  of  1942,  and 
throughout  the  taxable  year  1943  continued  to  serve 
in  the  Air  Force.  The  daughter  graduated  from  college 
in  1942,  married  shortly  thereafter,  and  throughout 
the  taxable  year  lived  with  her  husband  in  Ohio.  (R. 
30-31,  252-253,  270-271.)  On  the  basis  of  the  entire 
record,  the  Tax  Court  concluded  that  (R.  274-275,  280)  : 

we  are  convinced  that  there  was  no  intent  on  the 
part  of  the  four  alleged  partners  to  join  together 
in  the  present  conduct  of  United  Packing  Co.  in 
1943. 

•X-  *  *  -Jf  * 

On  the  basis  of  all  the  evidence  we  believe  that 
the  three  Harknesses  and  Harriet  Colgate  had  no 
present  intent  but  rather  an  indefinite  future  plan 
to  operate  United  Packing  Co.  as  a  genuine  part- 
nership when  the  partnership  papers  were  drawn 
up  and  thus  we  conclude  and  found  as  a  fact  that 
the  Harkness  children  were  not  bona  fide  part- 
ners in  1943  within  the  meaning  of  Commissioner 
V.  Culhertson,  supra. 

We  submit  that  the  Tax  Court  applied  the  correct 
principles,  and  that  its  conclusion  is  fully  supported 
by  the  record.  This  case  is  essentially  no  different 
from  numerous  other  family  partnership  cases  in 
which  a  gift  or  sale  of  some  of  the  taxpayer's  busi- 
ness capital  has  been  held  ineffectual  to  render  the 
transferee  a  real  partner  for  tax  purposes. 
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A.  The  applicable  principles. 

The  controlling  principles  were  enunciated  in  Com- 
missioner V.  Tower,  327  U.  S.  280,  and  Lusthaus  v. 
Commissioner y  327  U.  S.  293,  were  reaffirmed  in  Com- 
missioner V.  Ctilhertson,  337  U.  S.  733,  and  have  been 
applied  by  this  Court  ^  and  other  courts  ^  in  a  legion 
of  family  partnership  cases.  ^^The  issue  is  who  earned 
the  income  and  that  issue  depends  on  whether  this 
husband  and  wife  [here  a  father  and  children]  really 
intended  to  carry  on  business  as  a  partnership.'' 
Commissioner  v.  Toiver,  supra,  p.  289.  As  stated  in 
the  Culbertson  case  (p.  742),  the  test  is  ^'whether, 
considering  all  the   facts  *  ^"  *  the   parties   in   good 


^Nordling  v.  Commissioner,  166  F.  2d  703,  certiorari  denied, 
335  U.S.  817;  Quon  v.  Commissioner,  165  F.  2d  215  (affirming  per 
curiam  6  T.C.M.  348),  certiorari  denied,  334  U.S.  845. 

■*  See  e.g.,  First  Circuit:  Barrett  v.  Commissioner,  decided  Novem- 
ber 13,  1950  (1950  C.C.H.,  par.  9501) ;  Second  Circuit:  Morrison  v. 
Commissioner,  111  F.  2d  351 ;  Fletcher  v.  Commissioner,  164  F.  2d 
182,  certiorari  denied,  333  U.S.  855.  Third  Circuit:  Morano  v. 
Commissioner,  175  F.  2d  555,  certiorari  denied,  338  U.S.  904; 
Eisenberg  v.  Commissioner,  161  F.  2d  506,  certiorari  denied,  332 
U.S.  767;  Schaef/er  v.  Commissioner,  174  F.  2d  827;  Dains  v.  Com- 
missioner, 161  F,  2d  361;  Lusthaus  v.  Commissioner,  149  F.  2d  232, 
affirmed,  327  U.S.  293;  Sweigard  v.  Commissioner,  149  F.  2d  646. 
Fourth  Circuit:  Ritter  v.  Commissioner,  174  F.  2d  377,  rehearing 
denied  July  6,  1949;  Moore  v.  Commissioner,  170  F.  2d  191,  cer- 
tiorari denied,  337  U.S.  956;  Economos  v.  Commissioner,  167  F.  2d 
165,  certiorari  denied,  335  U.S.  826;  Wilson  v.  Commissioner,  161 
F.  2d  556,  certiorari  denied,  332  U.S.  769;  Mauldin  v.  Commissioner, 
155  F.  2d  666;  Hash  v.  (Commissioner,  152  F.  2d  722,  certiorari 
denied,  328  U.S.  838;  Stanback  v.  Robertson,  183  F.  2d  889;  Col- 
lamer  V.  Commissioner,  decided  November  8,  1950  (1950  C.C.H., 
par.  9498).  Fifth  Circuit:  Schcrf  v.  Commissioner,  161  F.  2d  495, 
certiorari  denied,  332  U.S.  810;  Benson  v.  Commissioner,  161  F.  2d 
821;  Belcher  v.  Commissioner,  162  F.  2d  974,  certiorari  denied, 
332  U.S.  824;  Mead  v.  Commissioner,  131  F.  2d  323,  certiorari 
denied,  318  U.S.  777;  Argo  v.  Commissioner,  150  F.  2d  67,  cer- 
tiorari denied,  326  U.S.  762;  SewelVs  Estate  v.  Commissioner,  151 
F.  2d  806,  certiorari  denied,  327  U.S.  805;  Seicell  v.  Commissioner, 
151  F.  2d  765,  certiorari  denied,  327  U.S.  783;  Daivcs  v.  Allen,  157 
F.  2d  518;  Blalock  v.  Allen,  151  F.  2d  927;  Morton  v.  Thomas,  158 
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faith  and  acting  with  a  business  purpose  intended  to 
join  together  in  the  present  conduct  of  the  enterprise." 
Whether  the  claimed  partnership  meets  that  test  pre- 
sents a  question  of  ultimate  fact  in  each  case.  Nordling 
V.  Commissioner,  166  F.  2d  703  (C.  A.  9th),  certiorari 
denied,  335  U.  S.  817.  While  no  single  factor  is  con- 
clusive, nevertheless  (Commissioner  v.  Culbertson, 
supra,  p.  744)  : 

Unquestionably  a  court's  determination  that  the 
services  contributed  by  a  partner  are  not  '^ vital" 
and  that  he  has  not  participated  in  ''management 
and  control  of  the  business"  or  contributed  ''origi- 
nal capital"  has  the  effect  of  placing  a  heavy  bur- 
den on  the  taxpayer  to  show  the  bona  fide  intent  of 
the  parties  to  join  together  as  partners. 

In  the  Totver  case  a  valid  and  irrevocable  gift  by  a 
husband  to  his  wife  of  a  portion  of  his  business  capital 
w^as  held  ineffectual  to  render  the  wife  a  partner  for  tax 

F.  2d  574,  certiorari  denied,  330  U.S.  834.  Sixth  Circuit:  Denison 
V.  Commissioner,  180  F.  2d  938;  Nelson  v.  Commissioner,  111  F.  2d 
203;  Houghland  v.  Commissioner,  166  F.  2d  815,  certiorari  denied, 
334  U.S.  846;  Dawson  v.  Commissioner,  163  F.  2d  664;  Loury  v. 
Commissioner,  154  F.  2d  448,  certiorari  denied,  329  U.S.  725;  Lorenz 
V.  Commissioner,  148  F.  2d  527,  certiorari  denied,  327  U.S.  786; 
Thorrez  v.  Commissioner,  155  F.  2d  791;  Cam  field  v.  Commissioner, 
154  F.  2d  1016;  Livie  v.  Commissioner,  155  F.  2d  728;  Eicing  v. 
Commissioner,  157  F.  2d  679;  DeKorse  v.  Commissioner,  158  F. 
2d  801;  Greenberg  v.  Commissioner,  158  F.  2d  800;  Schreiber  v. 
Commissioner,  160  F.  2d  108;  MacDonold  v.  Commissioner,  165 
F.  2d  213;  Epps  v.  Commissioner,  164  F.  2d  482.  Seventh  Circuit: 
Appel  V.  Smith,  161  F.  2d  121;  Tinkoff  v.  Commissioner,  120  F.  2d 
564.  Eighth  Circuit:  Kohl  v.  Commissioner,  170  F.  2d  531,  cer- 
tiorari denied,  337  U.S.  956;  Doll  v.  Commissioner,  149  F.  2d  239, 
certiorari  denied,  326  U.S.  725;  Supomick  v.  Commissioner,  150  F. 
2d  110;  Tyson  v.  Commissioner,  146  F.  2d  50.  Tenth  Circuit: 
Trapp  V.  United  States,  111  F.  2d  1;  Earp  v.  Jones,  131  F.  2d  292, 
certiorari  denied,  318  U.S.  764;  Grant  v.  Commissioner,  150  F.  2d 
915;  Bradshaw  v.  Commissioner,  150  F.  2d  918;  Losh  v.  Commis- 
sioner, 145  F.  2d  456. 
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purposes,  where  she  neither  participated  in  manage- 
ment nor  contributed  services.  The  Supreme  Court 
held  (p.  292)  that  the  record  furnished  ^'more  than 
ample  evidence  to  support  the  Tax  Court's  finding  that 
no  genuine  union  for  partnership  business  purposes  was 
ever  intended  and  that  the  husband  earned  the  income." 
In  the  Lusthaus  case  it  held  that  a  valid  sale  by  a  hus- 
band to  his  wife  of  a  portion  of  his  capital  did  not  suffice 
to  make  the  wife  a  partner  in  the  tax  sense,  notwith- 
standing that  she  also  rendered  services,  and  it  ap- 
proved the  Tax  Court's  determination  that  (p.  297) 
^^the  partnership  arrangements  were  merely  superfi- 
cial, and  did  not  result  in  changing  the  husband's  eco- 
nomic interest  in  the  business."  In  the  Culbertson  case, 
involving  a  claimed  father-sons  partnership,  the  Su- 
preme Court  reversed  the  Court  of  Appeals  (which  had 
reversed  the  Tax  Court's  refusal  to  recognize  the  part- 
nership), and  remanded  the  case  to  the  Tax  Court  (p. 
748)'— 

"  ^  *  for  a  decision  as  to  which,  if  any,  of  respond- 
ent's  sons  were  partners  with  him  in  the  operation 
of  the  ranch  during  1940  and  1941.  As  to  which 
of  them,  in  other  words,  was  there  a  bona  fide  intent 
that  they  be  partners  in  the  conduct  of  the  cattle 
business,  either  because  of  services  to  be  performed 
during  those  years,  or  because  of  contributions  of 


•'  In  tlic  Culbertson  case  the  Tax  Court  had  considered  only 
"oripjinal  capital"  and  "vital  services"  in  testing  the  reality  of  the 
partnership.  The  Supreme  Court  held  (p.  744,  fn.  14)  that  the 
Tax  Court  should  have  considered  "management  and  control,"  a 
factor  equally  emphasized  by  it  in  the  Tower  case.  It  stated  (p. 
747)  that  "If  the  donee  of  property  who  then  invests  it  in  the 
family  partnership  exercises  clominion  and  control  over  that  prop- 
erty" he  "may"  become  its  true  owner,  and  hence  a  true  partner, 
for  tax  purposes. 
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capital  of  which  they  were  the  true  owners,  as  we 
have  defined  that  term  in  the  Clifford,  Horst  and 
Tower  cases? 

The  rationale  of  the  Supreme  Court's  decisions  in 
Tower,  Lusthaus,  and  Culbertson,  is  that  the  Tax  Court 
is  not  obliged  to  accord  tax  effect  to  a  legally  perfect 
family  partnership  arrangement  which  produces  no 
substantial  change  in  the  creation  of  the  business  in- 
come, but  merely  a  reallocation  of  it  within  the  family. 
**The  statutes  of  Congress  designed  to  tax  income  actu- 
ally earned  because  of  the  capital  and  efforts  of  each 
individual  member  of  a  joint  enterprise  are  not  to  be 
frustrated  by  state  laws  which  for  state  purposes  pre- 
scribe the  relations  of  the  members  to  each  other  and 
to  outsiders.''  Commissioner  v.  Toiver,  supra,  p.  288; 
see  also  Commissioner  y.  Cidbertson,  supra,  pp.  739-740. 
In  reiterating  the  principles  enunciated  by  it  in  the 
Tower  case,  the  Supreme  Court  in  Culbertson  stated 
(pp.  739-740)  : 

In  the  Tower  case  w^e  held  that  despite  the 
claimed  partnership,  the  evidence  fully  justified 
the  Tax  Court's  holding  that  the  husband,  through 
his  ownership  of  the  capital  and  his  management  of 
the  business,  actually  created  the  right  to  receive 
and  enjoy  the  benefit  of  the  income  and  was  thus 
taxable  upon  that  entire  income  under  §§  11  and 
22  (a) .  In  such  case,  other  members  of  the  partner- 
ship cannot  be  considered  **  Individuals  carrying 
on  business  in  partnership"  and  thus  *  liable  for 
income  tax  ...  in  their  individual  cap/acity" 
within  the  meaning  of  §  181.  If  it  is  conceded  that 
some  of  the  partners  contributed  neither  capital 
nor  services  to  the  partnership  during  the  tax  years 
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in  question,  as  the  Court  of  Appeals  was  apparently 
willing-  to  do  in  the  present  case,  it  can  hardly  l)e 
contended  that  they  are  in  any  way  resjionsible  for 
the  jDroduction  of  income  during  those  years.  The 
partnership  sections  of  the  Code  are,  of  course, 
geared  to  the  sections  relating  to  taxation  of  indi- 
vidual income,  since  no  tax  is  imposed  u])on  ])art- 
nership  income  as  such.  To  hold  that  ^*  Individuals 
carrying  on  business  in  partnership"  include  per- 
sons who  contribute  nothing  during  the  tax  period 
would  violate  the  first  principle  of  income  taxation : 
that  income  must  be  taxed  to  him  who  earns  it. 

Furthermore,  the  Supreme  Court  in  Culbertson  made 
it  clear  (pp.  738-740)  that  a  donee  or  vendee  of  a  por- 
tion of  the  business  capital  does  not  become  a  partner 
during  the  taxable  year  merely  because  it  is  intended 
that  he  will  contribute  vital  services  or  participate  in 
management  in  a  future  year.  In  that  case  the  tax- 
payer in  1939  sold  interests  in  his  ranching  business  to 
his  four  sons  in  exchange  for  their  notes.  All  of  the 
sons  had  performed  services  on  the  ranch  since  they 
were  youngsters.  During  the  taxable  years  ( 1 940-1941 ) 
the  eldest  son  continued,  as  before,  to  serve  as  foreman 
of  the  ranch.  The  second  son  finished  college  in  1940, 
went  directly  into  the  Army,  and  remained  there  dur- 
ing the  taxable  years.  The  two  younger  sons  were  still 
attending  school,  but  worked  on  the  ranch  during  sum- 
mers and  week-ends.  The  Tax  Court  refused  to  recog- 
nize any  of  the  sons  as  partners  for  tax  purposes.  The 
Court  of  Ai)peals  reversed  on  the  ground  that  the  sale 
of  portions  of  the  taxpayer's  capital  to  the  sons,  made 
with  the  good  faith  expectation  of  the  sons'  future  serv- 


18 

ices,  required  recognition  of  the  sons'  claimed  partner- 
ship status.  In  reversing  the  Court  of  Appeals  and  re- 
manding the  case  to  the  Tax  Court,^  the  Supreme  Court 
stressed  that  the  basic  question  is  \Yho  earned  the  in- 
come during  the  taxable  year,  not  who  expects  to  earn 
it  in  future  years.    It  stated  (pp.  738-740)  : 

The  Court  of  Appeals,  on  the  other  hand,  was  of 
the  oi^inion  that  a  family  partnership  entered  into 
without  thought  of  tax  avoidance  should  be  given 
recognition  taxwise  whether  or  not  it  was  intended 
that  some  of  the  partners  contribute  either  capital 
or  services  during  the  tax  year  and  whether  or  not 
they  actually  made  such  contributions,  since  it  was 
formed  ^Svith  the  full  expectation  and  purpose  that 
the  boys  would,  in  the  future,  contribute  their  time 
and  services  to  the  partnership."  We  must  con- 
sider, therefore,  whether  an  intention  to  contrib- 
ute capital  or  services  sometime  in  the  future  is 
sufficient  to  satisfy  ordinary  concepts  of  partner- 
ship, as  required  by  the  Tower  case.    *    *    * 


Furthermore,  our  decision  in  Connnissioner  v. 
Tower,  supra,  clearly  indicates  the  importance  of 
participation  in  the  husiness  by  the  partners  dur- 
ing the  tax  year.  We  there  said  that  a  partnership 
is  created  ^Svhen  persons  join  together  their  money, 
goods,  labor,  or  skill  for  the  purpose  of  carrying  on 
a  trade,  ])rofession,  or  business  and  where  there  is 
community  of  interest  in  the  profits  and  losses." 
This  is,  after  all,  but  the  application  of  an  often 


^  Upon  the  remand  the  Tax  Court  took  additional  evidence  and, 
applying  the  principles  expressed  by  the  Supreme  Court,  held  that 
none  of  the  sons  were  partners  for  tax  purposes  during  the  taxable 
years.     (9  T.C.M.  647.) 
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iterated  definition  of  income — the  gain  derived 
from  capital,  from  labor,  or  from  both  combined — 
to  a  particular  form  of  business  organization.  A 
l)artnership  is,  in  other  words,  an  organization  for 
the  production  of  income  to  which  each  partner 
contributes  one  or  both  of  the  ingredients  of  income 
— capital  or  services.  Wcu^d  v.  Tliompson,  22  How. 
330,  334  (1859).  The  intent  to  provide  money, 
goods,  labor,  or  skill  sometime  in  the  future  cannot 
meet  the  demands  of  §§  11  and  22(a)  of  the  Code 
that  he  who  presently  earns  the  income  through  his 
own  labor  and  skill  and  the  utilization  of  his  own 
capital  be  taxed  therefor.  The  vagaries  of  human 
experience  preclude  reliance  upon  even  good  faith 
intent  as  to  future  conduct  as  a  basis  for  the  pres- 
ent taxation  of  income,    (Italics  ours.) 

In  Bitter  v.  Commissioner,  174  P.  2d  377  (C.A.  4th), 
the  taxpayer  had  agreed  to  make  his  son  a  partner  and, 
after  the  son  graduated  from  college,  transferred  a  por- 
tion of  his  business  capital  to  the  son  and  entered  into 
a  partnership  agreement  Avith  him.  The  son  was  pre- 
vented from  immediately  participating  in  the  business, 
because  he  entered  military  service  shortly  after  his 
graduation.  In  affirming  the  Tax  Court's  refusal  to 
recognize  the  son  as  a  partner  for  tax  purposes,  the 
court  stated  (p.  378)  :^ 

But  whatever  may  have  been  the  intention  of 
father  and  son,  and  whatever  mav  have  been  in 
their  contemplation  as  to  the  future,  it  is  crystal 
clear  that  neither  thought  (when  the  partnership 


^  In  the  Ritter  case  the  Fourth  Circuit  Court  of  Appeals  extended 
taxpayer's  time  to  petition  for  rehearing  because  of  the  pendency 
of  the  Culbertson  case;  the  petition,  based  on  the  Supreme  Court's 
Culbcrtson  decision,  was  denied  July  6,  1949. 
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agreement  was  signed)  that  the  son  would  contrib- 
ute anything  to  the  partnership,  either  capital  or 
services,  during  the  tax  year  1943,  and  that  is  what 
concerns  us  here. 

See  also  Schcrf  v.  Commissioner,  161  F.  2d  495,  498 
(C.A.  5th),  certiorari  denied,  332  U.  S.  810. 

To  be  sure,  in  the  Culbertson  case  (pp.  747-748),  the 
Sui:)reme  Court  indicated  that  an  intra-family  gift  or 
sale  of  business  capital  may  render  the  transferee  the 
true  owner,  and  hence  a  true  partner  for  tax  ^Durposes, 
if  the  transferee  exercises  dominion  and  control  over 
the  transferred  property  by  participating  in  manage- 
ment and  influencing  the  conduct  of  the  business.  But 
it  is  clear  from  the  Supreme  Court's  holdings  in  Tower, 
Ltisthaus  and  Cidhertson  that  neither  the  transfer,  nor 
anticipated  future  services  of  the  transferee,  nor  a 
combination  of  these  features,  compels  the  conclusion 
that  the  transferee  is  the  true  owner  of  the  property  and 
a  true  partner.  That  Congress  never  intended  to  recog- 
nize, for  tax  purposes,  a  family  partnership  erected 
upon  an  intra-family  gift  or  sale  of  business  capital  is 
confirmed  by  the  fact  that  amendments  proposed  by  the 
Senate  Finance  Committee  to  the  Revenue  Bill  of  1950 
(H.R.  8920,  81st  Cong.,  2d  Sess.),  designed  to  accord 
partnership  status  to  donees  or  vendees  of  partnership 
interests,  were  deleted  from  the  Bill  by  the  Conference 
Committee  and  never  became  a  part  of  the  Revenue 
Act  of  1950.' 


^Section  222(a)  of  the  Bill,  added  by  the  Senate  Finance  Com- 
mittee (Amendment  No.  110),  would  have  amended  Code  Section 
3797(a)(2),  Appendix,  infra,  by  adding  the  following: 

A  person  shall  be  recognized  as  a  partner  for  income-tax  pur- 
poses if  he  owns  a  capital  interest  in  a  partnership  in  which 
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Taxpayer's  elaborate  argument  misconceives  the 
plain  tenor  of  the  Supreme  Court's  holdings  in  tlie 
Toiver,  Lusthaiis  and  Ciilbertson  cases.  Stripped  to  its 
essentials,  his  argument  reduces  itself  to  the  contention, 
flatly  rejected  in  the  Cidhcrtson  case,  that  the  Tax  Court 
was  obliged  to  conclude  that  both  his  children  were  part- 
ners during  the  taxable  year  merely  because  he  sold  por- 
tions of  his  capital  to  each  with  the  expectation  that  one 
of  them  (his  son)  would  contribute  services  in  future 
years.  Even  if  the  argument  w^ere  otherwise  sound,  it 
would  have  no  relevancy  as  to  the  daughter. 

B.  The  Tax  Court  applied  the  correct  principles. 

As  is  plain  from  its  opinion,  the  Tax  Court  ai^plicd 
the  principles  enunciated  in  Toiver,  Lusthaiis,  and  Cul- 
bertson.  It  did  not,  as  taxpayer  asserts  (Br.  39-41), 
ignore  the  '^reality  test''  prescribed  in  those  cases.  On 
the  contrary,  that  is  precisely  the  test  it  did  apply. 
Quoting  from  the  Supreme  Court's  opinion  (p.  742), 

capital  is  a  material  income  producing  factor,  whether  or  not 
such  interest  is  derived  by  purchase  or  gift  from  any  other 
person. 

Section  ■222(b)  of  the  Bill  would  have  added  to  the  Code  a  new 
Section  191  so  as  to  provide  inter  alia,  that  in  the  case  of  a  ''family 
partnership" — 

The  fact  that  a  partner  does  not  actively  participate  in  the 
management  or  conduct  of  the  partnership  business  shall  be 
taken  into  account  in  determining  the  proportionate  value  of 
services  and  capital,  but  shall  not  otherwise  affect  his  status 
as  a  partner.  For  the  purpose  of  this  action,  the  term  "family 
partnership"  shall  mean  any  partnershij)  as  defined  in  section 
3797(a)(2)  which  includes  two  or  more  members  of  the  same 
family  as  defined  in  section  2-l(b)  (2)  (D),  and  for  this  ])urp()se 
a  trust  for  the  benefit  of  a  member  of  a  family  shall  be  con- 
sidered a  member  of  such  family. 

These  proposed  amendments  were  stricken  out  by  the  Conference 
Committee.  H.  Conference  Rep.  No.  3124,  81st  Cong.,  2d  Sess., 
pp.  1,  31. 
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the  Tax  Court  addressed  itself  (R.  274)  to  the  crucial 
question  of  ^Svhether,  considering  all  the  facts  *  *  * 
the  parties  in  good  faith  and  acting  with  a  business  pur- 
pose intended  to  join  together  in  the  present  conduct  of 
the  enterprise."  After  carefully  analyzing  all  the  evi- 
dence, including  the  agreement  and  conduct  of  the  par- 
ties and  the  testimony,  it  answered  that  question  in  the 
negative.     (R.  274-280.) 

Since  the  question  presented  is  one  of  fact,  no  single 
factor  being  conclusive,  the  Tax  Court's  determination 
should  not  be  disturbed  unless  clearly  erroneous.  Com- 
missioner V.  Cidhertsoii,  supra;  Nordling  v.  Commis- 
sioner, supra;  Barrett  v.  Commissioner  (C.A.  1st),  de- 
cided November  13,  1950  (1950  C.C.H.,  par.  9501); 
Morrison  v.  Commissioner,  177  F.  2d  351  (C.A.  2d) ; 
Morano  v.  Commissioner,  175  F.  2d  555  (C.A.  3d),  cer- 
tiorari denied,  338  U.  S.  904;  Eisenberg  v.  Commis- 
sioner, 161  F.  2d  506  (C.A.  3d),  certiorari  denied,  332 
U.  S.  767;  Bitter  v.  Commissioner,  supra;  Sclierf  v. 
Commissioner,  supra;  Denison  v.  Comnvissioner,  180  F. 
2d  938  (C.A.  6th) ;  Appel  v.  Smith,  161  F.  2d  121  (C.A. 
7th)  ;  Kohl  v.  Commissioner,  170  F.  2d  531  (C.A.  8th), 
certiorari  denied,  337  U.  S.  956.  ^'Whether  the  evidence 
w^ould  have  supported  a  different  finding  by  the  Tax 
Court  is  a  question  not  here  presented. ' '  Commissioner 
V.  Tower,  supra,  p.  280. 

C.  The  Tax  Court's  conclusion  is  amply  supported  by 

the  record. 

The  Tax  Court's  determination  is  clearly  warranted 
by  the  record,  especially  in  the  light  of  the  Supreme 
Court's    admonition    {Commissioner    v.    Culbertson, 


supra,  p.  744)  that  the  absence  of  a  contribution  of  new 
i  capital  or  of  vital  additional  services  or  of  a  change  in 
;  management  ^4ias  the  effect  of  placing  a  heavy  burden 

of  proof  on  the  taxpayer  to  show  the  bona  fide  intent  of 

the  parties  to  join  together  as  partners". 

1.  No  new  capital.  Admittedly,  no  new  capital  was 
brought  into  the  business  by  the  admission  of  taxpay- 
er's children  as  partners.  What  they  proposed  to  in- 
vest as  ^^ partners"  was  but  a  part  of  the  capital  already 
invested  in  the  business  by  taxpayer.  In  the  words 
of  the  Sujoreme  Court  in  the  Tower  case  (p.  291),  *'No 
capital  not  available  for  use  in  the  business  before  was 
brought  into  the  business  as  a  result  of  the  formation 
of  the  i)artnership."  The  claimed  partnership  status 
of  the  cliildren  rests  upon  nothing  more  than  taxjDayer's 
*^sale"  to  them  of  some  of  his  capital,  in  exchange  for 
notes  secured  by  the  very  partnership  interests  sold  to 
them  and  payable  out  of  the  shares  of  the  profits  attrib- 
uted to  them  as  partners.  Insofar  as  the  claimed  capi- 
tal contribution  of  the  children  is  concerned,  the  instant 
case  bears  a  striking  resemblance  to  the  Lusthaus  case, 
where  a  husband  sold  a  one-half  interest  in  his  capital 
to  his  wife  in  exchange  for  her  promissory  note  jjayable 
out  of  the  profits  distributable  to  her  as  a  partner.  In- 
deed, the  evidentiary  support  for  the  Tax  Court's  con- 
clusion in  this  case  is  even  stronger  than  in  the  Lusthaus 
case.  There  the  vendee-wife  also  performed  services 
during  the  taxable  year,  whereas  here  neither  of  the 
vendee-children  did  so.  Moreover,  there  the  wife  had  a 
substantial  estate  of  her  own  which  might  have  l)een  sub- 
ject to  partnership  debts,  whereas  here  (K.  252-253) 
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the  children  had  no  separate  property  of  their  o\vn. 
See  also  Nordling  v.  Commissioner,  supra;  HougliJand 
V.  Commissioner,  supra;  Appel  v.  Smith,  supra. 

There  is  no  merit  to  taxpayer's  contention  (Br.  41-46, 
50-51)  that  his  sale  of  portions  of  his  capital  to  the  chil- 
dren, in  exchange  for  notes  payable  out  of  the  business 
profits,  automatically  made  the  children  'Hrue  owners" 
of  the  transferred  capital.  The  sale  produced  a  shift 
of  legal  title  from  taxpayer  to  the  children,  not  of  eco- 
nomic ownership.  The  vendee-children  no  more  became 
the  real  owners  of  the  transferred  capital  than  did  the 
vendee-wife  in  the  Lusthaus  case,  who  acquired  her  in- 
terest in  the  same  fashion  as  did  taxpayer's  children. 
To  insist,  as  does  taxpayer,  that  the  children  must  be 
deemed  partners  for  tax  purposes  by  virtue  of  their 
purchase  of  some  of  his  capital  is  to  make  the  tax  con- 
sequences turn  on  legal  formalities  rather  than  eco- 
nomic realities,  and  to  adopt  criteria  of  tax  liability 
which  are  the  very  antithesis  of  those  laid  down  in 
Toiver,  Liistliaiis  and  Culhertson. 

2.  No  services.  Admittedly,  the  children  contributed 
no  services  to  the  business  during  the  taxable  year,  for 
they  were  absent  from  the  business  throughout  that 
year.  (Stip.,  R.  30-31.)  The  partnership  agreement 
itself  provided  that  taxpayer  was  to  have  ^'fuU  charge 
of  all  business  operations"  (R.  262-263),  and  that  the 
children  ^^  shall  not  devote  any  time  or  attention  in  car- 
rying on  said  business  unless  hereafter  agreed  upon" 
(R.  264).  At  most,  as  the  Tax  Court  pointed  out  (R. 
275-276)  and  the  facts  recited  by  taxpayer  show  (Br. 
18-20),  the  parties  contemplated  that  taxpayer's  son 
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and  son-in-law  would  participate  in  the  business  in 
future  years.  This  of  course  does  not  suffice  to  make 
either  the  son  or  the  daughter  a  partner  during  the  tax- 
able year  here  involved.  To  establish  a  real  partnership 
for  tax  purposes  the  taxpayer  must  show  ^'participation 
in  the  business  by  the  partners  during  the  tax  year. 
*  ^  ^  The  vagaries  of  human  experience  preclude 
reliance  upon  even  good  faith  intent  as  to  future  con- 
duct as  a  basis  for  the  present  taxation  of  income." 
Commissioner  v.  Culbertson,  p.  740.  See  also  Bitter  v. 
Commissioner,  supra;  Scherf  v.  Commissioner,  supra, 
TaxjDayer  completely  misconceives  the  Supreme 
Courtis  holding  in  the  Culhertson  case  in  contending 
(Br.  54-58)  that  the  children  must  be  deemed  i)artners 
during  the  taxable  year  1943  because  of  events  which 
occurred  in  subsequent  years.  As  for  the  son,  until 
June  of  1941  he  was  still  attending  college,  and  for  the 
next  six  months  he  was  a  salaried  employee.  In  Janu- 
ary of  1942  he  entered  the  Army,  and  he  remained  there 
until  1946.  (R.  30-31,  251-252,  270-271.)  Granting 
arguendo  that  one  who  has  already  become  a  jjartner  in 
the  tax  sense  does  not  cease  to  be  one  if  his  services  to 
the  business  are  interrupted  by  the  military  service, 
no  such  situation  is  here  presented.  The  son's  enlist- 
ment in  the  Army  while  he  was  a  salaried  employee,  and 
the  expectation  of  his  future  participation  in  the  busi- 
ness after  his  discharge  from  the  Army,  did  not  operate 
to  change  his  status  from  that  of  employee  to  partner. 
Substantially  the  same  argument  which  taxpayer  here 
is  advancing  with  respect  to  the  son  was  emphatically 
rejected  by  the  Supreme  Court  in  Culhertson.    See  also 
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Bitter  v.  Commissioner,  supra.    In  the  Culbertson  case 
the  Court  stated  (p.  739,  fn.  6)  : 

Of  course  one  who  has  been  a  bona  fide  partner 
does  not  lose  that  status  when  he  is  called  into  miU- 
tary  or  government  service,  and  the  Commissioner 
has  not  so  contended.  On  the  other  hand,  one 
hardly  becomes  a  partner  in  the  conventional  sense 
merely  because  he  might  have  done  so  had  he  not 
been  called. 

Even  assuming  (contrary  to  the  holding  in  Culbert- 
son) that  the  son  must  be  deemed  a  partner  in  1943  by 
reason  of  an  expectancy  of  his  future  services,  that 
scarcely  furnishes  any  basis  for  taxpayer's  insistence 
that  his  daughter  must  also  be  recognized  as  a  partner. 
She  was  admitted  in  the  hope  that  her  husband — not 
she — would  eventually  participate  in  the  business.  (R. 
253-254,  275-276.)  The  stipulated  facts  show  that  the 
daughter  performed  no  services  in  1943  or  at  any  time 
thereafter.  (R.  31.)  Accordingly,  even  if  taxpayer's 
argument  were  sound  as  to  the  son,  it  has  no  relevancy 
as  to  the  daughter. 

3.  No  management  participation.  In  Tower,  and 
again  in  Culbertson  (p.  747),  the  Supreme  Court  indi- 
cated that  a  donee  or  vendee  of  business  capital  may  be- 
come a  true  partner  for  tax  purposes  if  he  substantially 
particijjates  in  control  and  management  of  the  busi- 
ness, '^and  through  that  control  influences  the  conduct 
of  the  partnership."  Here  again  no  such  situation  is 
presented.  The  admission  of  the  children  as  partners 
in  no  way  influenced  the  conduct  of  the  business  during 
the  taxable  year.     The  business  was  carried  on  after 
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the  formation  of  the  partnership  in  the  same  way  as 
i  before.  The  only  difference  was  that  portions  of  the 
!  profits  previously  distributable  to  taxpayer  were  ered- 
i  ited  to  the  children.  The  partnership  agreement  itself 
i  provided  that  taxpayer  (R.  262-263)  — 

f  shall  be,  and  is  from  this  date  on  made  the  general 

manager  of  said  co-partnership,  and  that  he  shall 
be  in  full  charge  of  all  business  operations  of  said 
co-partnership  and  that  he  shall  have  the  full  right 
to  conduct  the  business  of  said  co-partnership  in 
such  manner  as  he  may  desire,  *  *  * 

Pursuant  to  the  agreement  taxpayer  continued  to  man- 
age and  conduct  the  business  in  the  same  manner  as 
(  when  he  was  its  sole  proprietor.    In  fact,  neither  child 
i  was  available  to  participate  in  the  conduct  of  the  busi- 
ness, since  the  son  was  away  in  the  Army  and  the 
!  daughter  was  living  in  Ohio.     (R.  30-31,  251-252,  270- 
271.)     What  is  more,  taxpayer  in  his  testimony  ac- 
I  knowledged  that  he  formed  the  partnership  only  in  the 
I  hope  of  receiving  the  future  services  of  his  son  and  son- 
in-law.     (R.  275-276.)     Under  the  circumstances,  the 
Tax  Court  was  fully  justified  in  finding  (R.  270)  that: 

■  During  the  year  1943  there  was  no  change  in  the 

operation  of  United  Packing  Co.  over  prior  years. 
The  business  was  still  completely  under  the  control 
of  Harkness,  Sr. 

Although  taxpayer  challenges  (Br.  58-75)  this  find- 
ing, he  points  to  nothing  in  the  record  which  in  any  way 
detracts  from  it.  He  takes  the  position  (Br.  68)  that 
it  was  ''natural  and  reasonable  that  the  powers  of  man- 
agement should  be  vested  in"  him,  because  the  children 
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would  be  ^^ absent  for  an  indefinite  period"  and  there- 
fore unable  to  participate  in  the  conduct  of  the  business. 
That  the  children  were  unable  to  join  together  with 
taxpayer  in  carrying  on  the  business  as  partners  mani- 
festly does  not  dispense  with  the  requirement  that  they 
do  so  in  order  to  be  treated  as  partners  for  tax  purposes. 
Nothing  in  the  decisions  or  elsewhere  Avarrants  the 
assumption  that  the  conditions  precedent  to  tax  recog- 
nition of  a  family  partnership  need  not  be  met  if  they 
cannot  be  met.  On  taxpayer's  theory  even  a  new-born 
infant  would  have  to  be  recognized  forthwith  as  his 
father's  ^^ partner"  for  tax  purposes,  simply  because 
the  father  transfers  part  of  his  capital  to  the  child  with 
the  expectation  that  the  child  will  some  day  participate 
in  the  business  and  assume  the  responsibilities  of  a 
partner.^ 

4.  No  business  purpose.  In  Culbertson  the  Supreme 
Court  stated  (p.  742)  that  the  ultimate  factual  question 
is  whether  the  parties  ^^  acting  with  a  business  purpose 
intended  to  join  together  in  the  present  conduct  of  the 
enterprise."  The  record  fails  to  disclose  any  '^business 
purpose"  to  be  served  by  the  admission  of  the  children 


^  In  the  Culbertson  case  the  Supreme  Court  stated  (p.  740,  fn.  8) : 
The  reductio  ad  ahsurdum  of  the  theory  that  children  may 
be  ]')artners  with  their  parents  before  they  are  capable  of  being 
entrusted  with  the  disposition  of  partnership  funds  or  of  con- 
tributing substantial  services  occurred  in  Tinkoff  v.  Commis- 
sioner, 120  F.  2d  564,  where  a  taxpayer  made  his  son  a  partner 
in  his  accounting  firm  the  day  the  son  was  born. 

See  also  Stanback  v.  Robertson,  supra;  Economos  v.  Commissioner, 
supra;  Hash  v.  Commissioner,  supra;  Kohl  v.  Commissioner,  supra; 
Eisenberg  v.  Commissioner,  supra;  Morano  v.  Commissioner,  supra; 
Belcher  v.  Commissioner,  supra;  Dawson  v.  Commissioner,  supra; 
Benson  v.  Commissioner,  supra;  Losh  v.  Commissioner,  supra;  Quon 
V.  Commissioner,  supra. 
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as  partners  insofar  as  the  ^^ present  conduct"  of  the 
business  was  concerned.  At  most,  it  shows  that  tax- 
payer transferred  portions  of  his  capital  to  his  son  and 
daughter  in  the  hope  that  his  son  and  the  daughter's 
husband  would  in  some  future  year  contribute  vital 
services.  This  may  hardly  be  viewed  as  the  equivalent 
of  an  intention  to  carry  on  business  in  partnership  with 
the  son  and  daughter  during  the  taxable  year  1943. 
Commissioner  v.  Culbertson,  supra,  pp.  738-740.  Inso- 
far as  the  business  was  concerned,  nothing  was  added 
in  that  year.  The  only  effect  of  the  arrangement  was  to 
reallocate  the  business  profits  among  the  members  of 
taxpayer's  family. 

Furthermore,  the  Tax  Court  found  (R.  255-256), 
and  it  is  undisputed,  that  taxpayer  consulted  a  lawyer 
and  was  aware  of  the  tax  saving  advantages  he  might 
gain  by  creating  the  partnership.  While  the  tax  sav- 
ing objective  was  only  a  *^ secondary  consideration" 
(R.  256),  it  is  a  relevant  factor  to  be  considered  in 
determining  whether  the  partnership  was  real.  In  any 
event,  even  if  the  arrangement  was  in  no  way  motivated 
by  tax  avoidance  objectives,  the  tax  incidence  would 
still  flow  from  the  economic  substance  of  the  arrange- 
ment irrespective  of  the  underlying  motives.  Hash 
V.  Commissioner,  152  F.  2d  722,  724  (C.  A.  4th),  certio- 
rari denied,  328  U.  S.  838;  Economos  v.  Commissioner, 
167  F.  2d  165,  167  (C.  A.  4th),  certiorari  denied,  335 
U.  S.  826;  Nordling  v.  Commissioner,  supra,  ]).  704. 
Existence  of  a  tax  avoidance  motive  **sim])ly  lends 
further  support  to  the  inference"  that  tlie  claimed 
partnershi])  is  unreal.  Comynissioner  v.  Tower,  supra, 
p.  289. 
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5.  Income  not  distributed  to  cliildren.  Cumulative 
support  for  the  Tax  Court's  conclusion,  if  any  were 
needed,  is  furnished  by  the  fact  that  the  shares  of  the 
profits  ascribed  to  the  children  as  partners  were  not 
distributed  to  them.  The  son's  share  was  applied 
first  to  payment  of  the  note  he  gave  to  taxpayer  for 
his  i^artnership  interest,  and  the  balance  (except  for 
$331  withdrawn  in  1944)  was  retained  in  the  business 
and  credited  to  his  capital  account.  (Ex.  6-F  to  Stip., 
R.  61;  R.  271.)  The  daughter's  share  was  also  used 
to  pay  her  note  to  taxpayer,  and  for  taxes,  and  the 
small  balance  was  used  for  personal  expenditures. 
(Ex.  6-F  to  Stip.,  R.  65;  R.  271.)  Thus  taxpayer  re- 
tained the  use  and  control  of  most  of  the  income  (as 
well  as  all  of  the  capital)  allocated  to  the  children  as 
partners.  Even  if  all  of  the  income  attributed  to  the 
children  had  been  distributed  to  them,  the  Tax  Court 
would  not  have  been  bound  to  recognize  them  as  part- 
ners, since  the  critical  inquiry  is  who  earned  the  income 
rather  than  who  collects  and  spends  it.  See  Matddin 
V.  Commissioner,  155  F.  2d  666  (C.  A.  4th) ;  Helvering 
V.  Clifford,  309  U.  S.  331.  In  short,  the  situation  here 
is  basically  no  different  from  any  other  where  taxpayer 
diverts  part  of  his  income  to  a  member  of  his  family ; 
he  does  not  escape  the  tax  whether  the  income  in  ques- 
tion is  derived  from  services  {Lucas  v.  Earl,  281  U.  S. 
Ill),  or  from  property  (Helvering  v.  Clifford,  supra; 
Commissioner  v.  Sunnen,  333  U.  S.  591),  or,  as  here, 
from  a  blend  of  both  sources  (Commissioner  v.  Tower, 
supra;  Lusthaus  v.  Commissioner,  supra;  Commis- 
sioner V.  Culbertson,  supra). 
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6.  Other  factors.  The  unreality  of  the  arrangement 
is  accentuated  by  a  comparison  of  the  vahie  of  the 
capital  interests  transferred  by  taxpayer  to  his  chil- 
dren with  the  amount  of  profits  credited  to  them  as 
partners.  The  net  worth  of  the  business  at  the  time  of 
th(dr  admission  as  partners  was  $138,241,  and  the  one- 
fourth  share  transferred  to  each  was  worth  $34,560. 
(R.  258.)  The  profits  allocated  to  the  children  for 
1943  amounted  to  $71,645  each.  (R.  271.)  Thus  within 
one  year  after  the  formation  of  the  partnership,  the 
share  of  the  profits  ascribed  to  each  child  as  a  partner 
amounted  to  more  than  200  per  cent  of  his  or  her  so- 
called  investment  in  the  business,  to  say  nothing  of  the 
fact  that  what  the  children  purported  to  invest  con- 
sisted of  capital  already  in  the  business  and  that  most 
of  the  profits  allocated  to  them  were  left  in  the  busi- 
ness. Moreover,  since  the  children  contributed  no  ser- 
vices whatever,  all  of  the  1943  profits  credited  to  them 
as  partners  represented  a  return  upon  their  so-called 
investments.  Such  a  partnership  arrangement  ol)vi- 
ously  is  not  one  which  would  have  been  made  by  parties 
dealing  at  arm's  length. 

Under  the  circumstances,  taxpayer  failed  to  carry 
the  ^* heavy  burden"  which  rested  upon  him  {Commis- 
sioner V.  Culhertson,  siipra^  p.  744),  and  the  Tax  Court's 
conclusion  cannot  be  said  to  be  clearly  erroneous.  Un- 
less legal  formalities  are  to  prevail  over  economic 
realities,  the  conclusion  is  inescapable  that  the  children 
became  partners  during  1943  in  name  and  on  pa])er 
only.  The  arrangement  produced  no  change  in  the 
conduct  of  the  business  and  the  earning  of  its  income, 
but  merely  an  allocation  to  the  children  of  a  ])ortion 
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of  the  business  profits.  "By  the  simple  expedient  of 
drawing  up  papers,  single  tax  earnings  cannot  be  di- 
vided into  two  tax  units  and  surtaxes  cannot  be  thus 
avoided.''  Commissioner  v.  Toiver,  supra,  p.  291.  See 
also  Commissioner  v.  Cidhertson,  supra.  As  this  Court 
stated  in  Xordling  v.  Commissioner,  supra,  p.  704, 
which  involved  a  claimed  husband-wife  partnership, 
'^In  tax  matters  the  realities  of  a  transaction,  not 
artificialities,  are  given  effect."  To  hold  that  the 
Tax  Court  was  obliged  as  a  matter  of  law  to  accord  tax 
effect  to  the  instant  arrangement  would  sanction  the 
very  type  of  formalism  condemned  by  the  Supreme 
Court  in  the  Toiver,  Lusthaus  and  Culhertson  cases, 
and  by  this  and  other  Courts  in  a  legion  of  other  family 
partnership  cases.    See  fns.  3  and  4,  supra. 

Even  assuming  arguendo  that  the  children  had  con- 
tributed both  original  capital  and  vital  services,  it  still 
would  not  follow,  as  taxpayer  supposes,  that  these  fac- 
tors would  be  decisive  of  the  intention  of  the  parties  to 
carry  on  business  together  as  partners.  Commissioner 
V.  Culhertson,  supra;  Morrison  v.  Commissioner,  supra; 
Denison  v.  Commissioner,  supra.  It  would  constitute 
but  one  of  many  relevant  factors  to  be  considered  by  the 
Tax  Court  in  determining  the  real  intent,  and  the  Tax 
Court  proj^erly  based  its  conclusion  on  the  record  as  a 
whole. 

Taxpayer  points  to  no  authority  which  calls  for  re- 
versal of  the  decision  below.  Each  case  in  this  field 
turns,  as  it  must,  on  its  own  facts.  Although  taxpayer 
relies  chiefly  upon  the  Culhertson  case,  it  is  plain  from 
the  opinion  below  that  the  Tax  Court  reached  its  deci- 
sion here  in  the  light  of  the  principles  enunciated  in 


[that  case.    Indeed,  the  Supreme  Court's  opinion  in  that 
I  case,  in  and  of  itself,  furnishes  a  complete  refutation  to 
[taxpayer's  contention  that  the  Tax  Court  here  com- 
=  mitted  reversible  error.     The  case  of  Grecnhergcr  v. 
\  Commissioner,  177  F.  2d  990  (C.A.  7th),  upon  which 
[taxpayer  also  strongly  relies  (Br.  49,  72-73),  is  not 
I  comi)arable  on  its  facts.    Compare  the  decisions  of  the 
1  same  court  in  Appel  v.  Smith,  supra,  and  Tinkoff  v. 
Commissioner,  120  F.  2d  564.    If  any  comparison  is  to 
be  drawn  between  this  and  other  cases,  then  we  submit 
'  that  this  one  bears  a  closer  resemblance  to  the  Ltisthaus 
and  CiiWertson  cases,  and  the  numerous  other  family 
■partnership  cases  (fn's  3  and  4)  in  which  the  Courts 
of  Appeals  have  upheld  the  Tax  Court's  refusal  to  rec- 
ognize the  claimed  partnership,  than  to  those  w^hich 
taxpayer  cites. 

CONCLUSION 

The   decisions  of  the  Tax   Court  are  correct  and 
should  be  affirmed. 

Respectfully  submitted, 

Theron  Lamar  Caudle, 

Assistant  Attorney  General. 

Ellis  N.  Slack, 
Lee  a.  Jackson, 
Harry  BAiT:\r, 

Special  Assistants  to  the 

Attorney  General. 

December,  1950 
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APPENDIX 

Internal  Revenue  Code : 

Sec.  11.     Normal  Tax  on  Individuals. 

There  shall  be  levied,  collected,  and  paid  for  each 
taxable  year  upon  the  net  income  of  every  individ- 
ual a  *  *  *  tax  "   *  *. 

(26U.S.C.  1946ed.,  Sec.  11.) 
Sec.  22.     Gross  Income. 

(a)  General  Definition. — ^^ Gross  income"  in- 
cludes gains,  profits,  and  income  derived  from  sal- 
aries, wages,  or  compensation  for  personal  service 
*  *  ^,  of  whatever  kind  and  in  whatever  form  paid, 
or  from  professions,  vocations,  trades,  businesses, 
commerce,  or  sales  or  dealings  in  property,  whether 
real  or  personal,  growing  out  of  the  ownership  or 
use  of  or  interest  in  such  property ;  also  from  inter- 
est, rent,  dividends,  securities,  or  the  transaction 
of  any  business  carried  on  for  gain  or  profit,  or 
gains  or  profits  and  income  derived  from  any 
source  whatever.  ^  *  ^ 


(26  U.S.C.  1946  ed..  Sec.  22.) 

Sec.  181.    Partnership  Not  Taxable. 


1 


Individuals  carrying  on  business  in  partnership 
shall  be  liable  for  income  tax  only  in  their  individ- 
ual capacity. 

(26  U.S.C.  1946  ed..  Sec.  181.) 
Sec.  182.    Tax  of  Partners. 

In  computing  the  net  income  of  each  partner,  he 
shall  include,  whether  or  not  distribution  is  made 
to  him — 
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(c)  His  distributive  share  of  the  ordinary  net 
income  or  the  ordinary  net  loss  of  the  partner- 
ship, computed  as  provided  in  section  183(b). 

(26  U.S.C.  1946  ed.,  Sec.  182.) 
Sec.  3797.    Definitions. 

(a)  When  used  in  this  title,  where  not  otherwise 
distinctly  expressed  or  manifestly  incompatible 
with  the  intent  thereof — 

4f  -Jf  *  *  * 

(2)  Partnership  and  Partner. — The  term 
^^partnership"  includes  a  syndicate,  group,  ])ool, 
joint  venture,  or  other  unincorporated  organiza- 
tion, through  or  by  means  of  which  any  business, 
financial  operation,  or  venture  is  carried  on,  and 
which  is  not,  within  the  meaning  of  this  title,  a 
trust  or  estate  or  a  corporation;  and  the  term 
^^ partner"  includes  a  member  in  such  a  syndi- 
cate, group,  pool,  joint  venture  or  organization. 
*  ^  *  *  * 

(26  U.S.C.  1946  ed..  Sec.  3797.) 

Treasury  Regulations  111,  promulgated  under  the  In- 
ternal Revenue  Code : 

Sec.  29.22 (a) -1.  What  included  in  gross  income, 
— Gross  income  includes  in  general  compensation 
for  personal  services,  business  income,  profits  from 
sales  of  and  dealings  in  pro])erty,  interest,  rent, 
dividends,  and  gains,  ])rofits  and  income  derived 
from  any  source  whatever,  unless  exem])t  from  tax 
by  law.  (See  sections  22(b)  and  116.)  In  general, 
income  is  the  gain  derived  from  capital,  from  labor, 
or  from  both  combined,  *  *  *. 
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Respondent. 


No.  12,618 


(CONSOLIDATED 
CASES) 


No.  12,619 


REPLY  BRIEF  FOR  PETITIONERS, 


I. 

BASIC  ERRORS  UNDERLYING  RESPONDENT'S  ARGUMENT. 

1.  Respondent  Misconceives  the  Scope  of  Review. 

2.  Respondent  Misconceives  the  Rule  of  Culbertson  v.  Commis- 
sioner, 337  U.S.  733,  93  L.Ed.  1659  (1949). 

Certain    basic    erroi's    underlie    and    [xMineate  the 

whole  of  Respondent's  ai'gument  as  set   I'ortli  in  his 

brief.  Tn  snl:)stanee,  those  errors  may  l)e  stated  as  lol- 

lows: 


1.  The  Respondent  has  misconceived  the  scope  of 
review  of  decisions  of  the  Tax  Court. 

2.  The  Respondent  misconceives  the  rule  of  Cul- 
bertson  v.  Commissioner,  337  U.S.  733,  93  L.  Ed.  1659 
(1949). 

The  Respondent  contends  that  the  findings  and  de- 
cision of  the  Tax  Court  should  not  be  reversed  because 
they  are  supported  by  the  following  evidence  in  the 
record : 

(a)  During  the  year  1943,  Petitioners'  children 
and  their  son-in-law  did  not  contribute  capital  origi- 
nating with  them  and  rendered  no  services  (Respond- 
ent's Brief,  pp.  23-26). 

(b)  During  the  year  1943,  the  Petitioner,  Floyd  J. 
Harkness,  was  the  manager  of  the  partnership  busi- 
ness and  the  only  activ(^  partner,  and  the  children  and 
their  son-in-law  did  not  participate  in  the  manage- 
ment (Respondent's  Brief,  pp.  26-28). 

(c)  During  the  year  1943,  the  children  used  their 
share  of  the  partnership  profits  to  pay  principal  and 
interest  on  the  notes  given  l)y  them  to  Petitioners,  and 
to  increase  the  capital  of  the  partnership  (Respond- 
ent's Brief,  p.  30). 

(d)  During  the  year  1943,  the  share  of  the  profits 
allocated  to  tlie  children  amounted  to  $71,645.00  each, 
or  a  return  on  their  investment  of  more  than  200% 
(Respondent's  Brief,  p.  31). 

It  is  tlie  position  of  the  Respondent  that  the  ulti- 
mate finding  of  the  Tax  Court  that  Petitioners  and 


their  children  had  no  intent  to  Join  together  in  con- 
ducting the  business  of  the  partnership,  is  not  er- 
roneous because  it  is  supported  by  the  evidence  above 
outlined.  In  other  words,  it  is  the  position  of  the  Re- 
spondent that  the  finding  of  the  Tax  Court  is  not  vul- 
nerable on  review  because  it  is  supported  by  some  evi- 
dence. In  this  connection  it  should  be  noted  that  the 
Respondent  in  his  argument  has  not  considered  or  dis- 
cussed other  relevant  and  material  evidence  in  the 
record  which  should  have  been  considered  by  the  Tax 
Court  in  making  its  determination  with  respect  to 
the  reality  of  the  partnership. 

All  of  this  indicates  that  Respondent  misconceives 
the  scope  of  review  and  the  right  of  this  Court  on 
appeal  to  set  aside  the  findings  of  the  Tax  Court 
if  they  be  clearly  erroneous  (F.R.C.P.,  52(a)),  even 
though  there  may  ])e  some  evidence  in  the  record  to 
support  them.  This  Court  is  not  compelled  to  accept 
findings  arrived  at  by  accepting  part  of  the  evidence 
and  totally  disregarding  other  convincing  evidence. 
(N.L.R.B.  V.  Union  Pacific  Stages,  99  Fed.  (2d)  153, 
177  (CCA.  9,  1938.)) 

The  basic  error  ol'  Respondent  on  the  question  of 
the  scope  oF  review  stems  from  his  failure  to  recog- 
nize that  the  rule  of  Dobson  v.  Commissioner,  321 
U.S.  231,  88  L.  Ed.  641  (1944)  applied  by  the  Su- 
preme Court  in  Commissioner  v.  Tower,  :]27  U.S.  280, 
90  L.  Ed.  ()70  (1946),  is  no  longer  controlling.  The 
rule  was  legislated  out  of  existence  by  Congress  in 
1948  when  it  amended  Section  1141  (a)    of  the  In- 


ternal  Revenue  Code.  This  amendment  provides  that 
this  Court  may  review  the  decisions  of  the  Tax  Court 
*4n  the  same  manner  and  to  the  same  extent  as  deci- 
sions of  the  District  Courts  in  civil  actions  tried  with- 
out a  jury." 

Prior  to  1948,  and  when  the  Dohson  rule  was  still 
in  effect,  the  findings  of  the  Tax  Court  could  not  be 
disturbed  if  there  was  any  evidence  in  the  record  to 
support  them. 

The  question,  therefore,  before  this  Court,  is  not 
whether  there  is  any  evidence  in  the  record  to  sup- 
port the  ultimate  findings  of  the  Tax  Court,  but 
whether  the  ultimate  findings  are  clearly  erroneous. 
In  deciding  this  question,  this  Court  should  be  guided 
by  the  oft-quoted  language  of  the  Supreme  Court  in 
United  States  v.  United  States  Gypsum  Company, 
333  U.S.  364,  395,  92  T..  Ed.  746,  766  (1948) : 

^*A  finding  is  ^clearly  erroneous'  when  although 
there  is  evidence  to  support  it,  the  reviewing 
court  on  the  entire  evidence  is  left  with  a  definite 
and  firm  conviction  that  a  mistake  has  been  com- 
mitted." 

A  consideration  of  the  entire  evidence  in  this  cause 
leads  inevitably  to  the  conclusion  that  a  mistake  has 
l)een  committed.  The  Respondent  being  aware  of  this 
fact  misconceives  and  misstates  the  rule  in  the  Cul- 
hcrtson  case,  supra,  in  an  attemi)t  to  persuade  this 
Court  not  to  review  the  entire  evidence.  In  the  Peti- 
tioner's opening  l)rief  we  reviewed  and  discussed  at 
length  events  which  occurred  subsequent  to  tlie  first 


year  in  which  the  partnership  operated,  in  an  effort 
to  show  this  Court  that  the  conduct  of  the  parties 
during  those  years  led  unavoidably  to  the  conclusion 
that  they  had  intended  in  good  faith  to  join  together 
in  the  conduct  of  a  partnership  business.  Respond- 
ent would  persuade  this  Court  not  to  consider  this 
evidence,  as  well  as  other  evidence  in  the  Record. 
This  evidence  shows,  among  other  things,  that  Peti- 
tioners' son  and  son-in-law,  in  1942-43  made  a  present 
commitment  to  render  services  in  the  future,  and 
that  this  engagement  was  fulfilled  to  the  letter.  This 
evidence  likewise  shows  that  after  Petitioners'  chil- 
dren performed  their  obligation  to  pay  their  debt  to 
Petitioners — a  debt  secured  by  their  respective  in- 
terests in  the  assets  and  income  of  the  partnership — 
they  had  free  and  untramelled  use  and  enjoyment  of 
theii'  respective  shares  of  the  profits  of  the  partner- 
ship. Respondent  would  persuade  this  Court  not  to 
consider  this  evidence  on  the  basis  of  certain  lan- 
guage which  appears  in  the  opinion  of  Mr.  Chief 
Justice  Vinson  in  the  Culbertson  case.  There  the 
Chief  Justice  stated : 

u*  *  *  rpj^p  vagaries  of  human  experience  pre- 
cludes reliance  u])on  even  good  faith  intent  as  to 
future  conduct  as  a  basis  for  the  present  taxa- 
tion of  income." 

To   the   foregoing   statement   W\qyo   is   ap]:)ended   a 
footnote  which  reads  as  follows: 

'^The  rednctio  (id  ahs^trchiw  of  the  theory  that 
children  may  be  partners  witli  th(Mr  parents  be- 
fore  they   are   capable   of   being   entrnstcMl    with 


6 


the  disposition  of  })artnership  funds  or  of  con- 
tributing substantial  services  occurred  in  Tinkoff 
V.  Commissioner,  120  Fed.  (2d)  564,  where  a  tax- 
payer made  his  son  a  partner  in  his  accounting 
firm  the  day  the  son  was  born." 

On  the  basis  of  the  statements  above  quoted,  the  Re- 
spondent concludes  that  it  is  the  law  that  the  events 
to  which  we  have  alluded  may  not  be  considered  in 
appraising  the  reality  of  the  partnership,  because  they 
did  not  occur  during  the  taxable  year  in  question  (Re- 
spondent's Brief,  pp.  26-29).  In  so  doing,  the  Re- 
spondent confuses  the  purport  of  the  Chief  Justice's 
statements  with  the  effect  of  a  rule  of  administrative 
convenience.  The  Respondent  believes  that  because 
''net  income  must  be  computed  with  respect  to  a  fixed 
period,  and  usually  that  period  is  twelve  months  and 
is  known  as  the  taxable  year'V  that  all  evidential  fac- 
tors which  may  be  considered  in  determining  the 
question  of  intent  must  occur  during  the  period,  upon 
the  basis  of  which,  net  income  must  be  computed,  and 
that  if  they  do  not,  such  evidential  factors  must  be  dis- 
regarded. 

In  making  the  above  quoted  statements  the  Chief 
Justice  was  not  laying  down  a  rule  of  evidence.  It  is 
clear  from  the  language  used  that  he  was  appraising 
the  facts  disclosed  by  the  Record  in  that  case  in  the 
light  of  human  experience.  He  determined  that, 
measured  by  this  standard,  the  commitments  made  by 
the  Ctilherfson  children  had  only  a  remote  possi))ility 


Royal  Highlanders  r.  Commissioner,  1  T.C.  184,  191  (1942). 


of  fulfillment,  and  were,  therefore,  insufficient  con- 
sideration to  support  the  bargain  made  with  the  par- 
ents. 

Experience  teaches  that  most  agreements  and  en- 
gagements made  b}'  men  are  entered  into  on  the  basis 
of  probabilities  and  with  a  reasonable  expectation  that 
they  will  be  fulfilled.  These  agreements  and  engage- 
ments are  not  held  unenforceable  and  invalid  merely 
because  it  is  not  absolutely  certain  they  can  or  will  be 
fulfilled.  In  the  case  used  by  the  Chief  Justice  to  illus- 
trate the  reductio  ad  ahsurdiim  of  alleged  family  part- 
nerships, there  could  be  no  probability  or  reasonable 
expectation  that  a  newly  born  infant  would  fulfill  a 
commitment   which  he   had  no  power  to  make  and 
which  had  been  made  for  him  by  his  father.  However, 
as  we  move   from  this   ridiculous   extreme   to   cases 
where  adults  are  concerned  and  where  the  evidence 
discloses  that  they  are  ready,  willing  and  able  to  ful- 
fill their  engagements  at  the  very  earliest  opportunity, 
the  expectations  are  reasonable  and  the  probability  of 
the    performance    of    commitments    increases    to    the 
point  that  neither  the  Respondent  nor  the  Tax  (\)urt 
may  substitute  their  judgment  for  that  of  the  ])arties. 
We  are  not  here  dealing  with  cases  involving  infants, 
school  boys  and  college  students.  The  statements  of 
the  Supreme  Court  in  the  Cnlhcrtson  case  were  ad- 
dressed to  a  Record  that  showed  that  of  the  four  Cul- 
bertson  children  only  one  of  them  was  an  adult  and 
sufficiently  mature  to  determine  with  a  reasonable  de- 
gree oF  probal)ility  his  Future  conduct:  of  the  other 


8 


Culbertsoii  cliildi'en,  two  were  in  higli  scliool  and  a 
third  in  college.  Accordingly,  when  these  statements 
were  made,  Chief  Justice  Vinson  had  in  mind  that 
as  to  the  boys  attending  high  school,  the  probability 
of  fulfilling  a  commitment  to  render  future  services 
was  remote  and  that  the  same  could  also  be  said  of  the 
boy  who  was  in  college.  It  is  clear,  therefore,  that 
rulings  made  in  cases  involving  infants  and  ado- 
lescents are  not  applicable  here. 

The  Respondent  seeks  to  further  buttress  its  er- 
roneous position  by  wiiat  is  stated  in  the  brief  and 
laconic  opinion  of  the  Court  of  Appeals  for  the  Fourth 
Circuit  in  Bitter  v.  Commissioner,  174  F.  (2d)  377 
(1949).  (Respondent's  Brief,  p.  19.)  That  this  case 
has  no  application  here  is  made  evident  by  what  ap- 
pears in  the  findings  and  opinion  of  the  Tax  Court  in 
Bitter  v.  Commissioner,  11  T.C.  234  (1948).  The  find- 
ings and  opinion  of  the  Tax  Court  disclose  the  follow^- 
ing: 

(a)  The  alleged  partner,  a  college  boy,  ac- 
quired an  interest  in  his  father's  contracting  busi- 
ness by  gift. 

(b)  The  father,  during  the  existence  of  the 
alleged  partnership,  entered  into  transactions  not 
in  the  name  of  the  partnership,  Init  in  his  name 
as  an  individual. 

(c)  The  son,  during  the  existence  of  the  part- 
nership, did  not  withdraw  the  share  of  partner- 
ship profits  allocated  to  him. 
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The  foregoing  are  important  differences  which 
clearly  distinguish  this  case  from  the  Ritter  case.  In 
the  Ritter  case  the  findings  c>f  the  Tax  Court,  on  the 
entire  evidence,  were  clearly  correct,  not  clearly  er- 
roneous as  they  are  here. 


II. 

RESPONDENT  CORRECTLY  STATES  CERTAIN  OF  THE  APPLI- 
CABLE PRINCIPLES,  BUT  ERRS  IN  HIS  ANALYSIS  OF 
PETITIONERS'  ARGUMENT. 

Respondent  states  at  pages  13  and  14  of  his  brief: 
**The  controlling  principles  were  enunciated  in 
Commissioner  v.  Tower,  327  U.S.  280,  and  Lus- 
thaus  V.  Commissioner,  327  U.S.  293,  were  re- 
affirmed in  Commissioner  v.  Culbertson,  337  U.S. 
733  and  have  been  applied  by  this  court  and  other 
courts  in  a  legion  of  family  partnership  cases. 
^The  issue  is  who  earned  the  income  and  that  issue 
depends  on  whether  this  husband  and  wife  (here 
a  father  and  children)  really  intended  to  carry 
on  business  as  a  partnership.'  Commissioner  v. 
Tower,  supra,  page  289.  As  stated  in  the  Cul- 
bertson case  (page  742)  the  test  is  'whether  con- 
sidering all  the  fact  *  *  *  the  parties  in  good  faith 
and  acting  with  a  business  purpose  intended  to 
join  together  in  the  present  conduct  of  the  enter- 
prise' ''. 

Petitioners  agree  that  the  foregoing  is  a  correct 
statement  of  the  principles  that  should  govern  this 
case.  However,  they  sharply  disagree  with  Kespond(Mit 
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in  his  interpretation  of  the  contentions  they  have  ad- 
vanced in  support  of  their  argument  as  to  the  bona 
fides  of  this  partnership.  Respondent  states  at  page 
21  of  his  brief: 

** Stripped  to  its  essentials,  his  argument  reduces 
itself  to  the  contention  flatly  rejected  in  the  Cul- 
bertson  case  that  the  Tax  Court  was  obliged  to 
conclude  that  both  his  children  were  partners 
during  the  taxable  year  merely  because  he  sold 
portions  of  his  capital  to  each  with  the  expecta- 
tion that  one  of  them  (his  son)  would  contribute 
services  in  future  years.'' 

Whether  or  not  the  cases  cited  and  principles  stated 
by  Respondent  stand  for  the  proposition  he  advances 
is  of  no  importance  on  this  appeal,  as  Petitioners  con- 
tend that  Respondent's  interpretation  of  their  argu- 
ment is  totally  erroneous.  A  reading  of  their  opening 
brief  discloses  that  Petitioners'  entire  argument  is 
based  on  the  good  faith  and  intent  of  the  parties  in 
entering  into  the  partnership  as  measured  by  the  tests 
set  forth  by  the  Supreme  Court  in  Commissioner  v, 
Ctdhertson.  Petitioners  argued  the  validity  of  the 
sales  to  the  children  and  the  commitments  of  the  two 
boys  to  render  services  to  the  partnership  as  only  two 
of  the  many  factors  to  be  taken  into  account  by  this 
court  in  passing  on  the  bona  fides  of  the  arrangement. 
That  Respondent  is  clearly  in  error  in  his  interpreta- 
tion of  Petitioners'  argument  and  that  Petitioners 
have  based  their  argument  on  the  factors  set  forth  in 
Culbertson  for  determining  the  bona  fide  intent  of  the 
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parties  will  very  clearly  be  shown  in  the  summary  of 
the  Record  that  follows: 

A.  Purposes  Which  Motivated  Formation  of  Partnership. 

1.  The  desire  of  Harkness,  Sr.,  to  obtain  services 
of  son  and  son-in-law  (R.  253). 

2.  The  need  for  increasing  capital  of  the  business 
and  the  satisfaction  of  this  need  by  getting  persons 
into  business  who  agreed  it  was  essential  and  proper 
to  allow  annual  profits  to  accumulate  (R.  254). 

3.  A  decline  in  profits  was  anticipated  (R.  254). 

4.  The  desire  of  Harkness,  Sr.,  to  give  his  children 
an  opportunity  to  make  good  (R.  255). 

5.  Harkness,  Sr.,  would  have  entered  arrangement 
regardless  of  tax  consequences  (R.  256). 

B.  Relationship  of  Parties. 

1.  Partnership  composed  of  father,  mother  and 
two  adult  children  (R.  259). 

2.  One  child  married  with  distinct  economic  and 
family  unit  (R.  252). 

3.  Son  capa])le  of  supporting  himself  (R.  252). 

4.  No  obligation  of  support  owed  to  eitlier  cliild 
by  taxpayers  (Cal.  Civil  Code  174,  206). 

C.  Conduct  of  Parties  During  Formative  Stages. 

1.  Mature  deliberations  months  l)efore  partnerslii]) 
formed  between  all  parties  concerned  (R.  256). 
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2.  Harkness,  Jr.,  eagerly  accepted  father's  offer 
to  become  a  partner.  This  had  been  his  desire  for 
many  years  (R.  246). 

3.  Tax  Court  finding:  Petitioners  and  Harkness, 
Jr.,  then  definitely  planned  to  convert  the  business 
into  a  partnership,  starting  in  1943  (R.  256). 

4.  Daughter  given  opportunity  to  invest  in  United 
Packing  Co.,  or  some  other  enterprise  (R.  256). 

5.  Daughter  and  husband  debated  at  length 
whether  she  should  invest  in  United  Packing  Co.  (R. 
256). 

6.  Daughter  and  husband  discussed  original  agree- 
ment with  legal  counsel  (R.  224-225). 

7.  Daughter  decided  to  invest  in  United  Packing 
Co.,  but  would  not  sign  original  articles  until  pro- 
visions as  to  control  of  business  and  i)urchase  of  de- 
ceased partner's  interest  were  changed  (R.  256-257). 

8.  Tax  Court  finding:  By  November  1942,  Peti- 
tioners and  both  their  children  generally  agreed  to 
the  formation  of  a  partnership  for  the  operation  of 
United  Packing  Co.  in  the  coming  year  though  the 
details  of  the  partnership  relation  had  not  been  worked 
out    (R.  256-257). 

9.  Modifications  sought  by  daughter  discussed  in 
January,  1943  (R.  259). 

10.  Daughter  withdraws  objections  when  original 
draft  altered  to  meet  \wv  demands  (R.  259). 
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D.  Public  Notoriety  Given  to  Formation  and  Early  Operations 
of  Partnership. 

1.  Certificate  of  co-partnership  transacting  busi- 
ness under  fictitious  name  signed  by  all  parties,  pub- 
lished in  local  paper  and  filed  with  Fresno  County  Re- 
corder (R.  115,  257). 

2.  Immediately  after  formation  of  partnership, 
letterheads  changed  to  show  business  being  conducted 

as  partnership  (R.  188). 

i 

^      3.     Grant  deed  to  River  Ranch  which  was  recorded, 

had  attached  thereto  bill  of  sale  which  showed  that 

personal  property  was  transferred  to  Petitioners  and 

their   children   as  copartners,   doing   business   under 

the  firm  name  and  style  of  United  Packing  Co.,  (R. 

72). 

E.  Partnership  Agreement. 

1.  To  bind  partnership,  Harkness,  Sr.  needed  con- 
sent of  one  other  copartner  (R.  263-264). 

2.  No  partner  could  transfer  his  share  in  partner- 
ship without  written  consent  of  two  other  copartners 
(R.  264). 

"      3.     Harkness,  Sr.  7-equired  to  render  account  every 
year  (R.  264). 

4.  ('apital  could  only  be  increased  by  action  of 
three  partners  (R.  266). 

5.  •  Capital  only  could  be  reduced  and  ])r()fits  with- 
drawn by  action  oP  three  ])artners  (R.  265). 

6.  Tn  event  partner  wished  to  sell  interest,  lu^ 
must  first  offer  it  to  remaining  partners  (R.  266). 
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7.  If  any  partner  became  deceased,  remaining  part- 
ners given  right  to  purchase  his  interest  (R.  267). 

8.  Partners  agreed  to  share  equally  in  losses.  (R. 
269). 

9.  Harkness,  Sr.'s  salary  set  at  75%  of  first  $100,- 
000  of  partnership  net  income  (R.  259). 

10.  In  no  phase  of  business  could  Harkness,  Sr. 
act  alone  except  in  every  day  transactions  of  business. 

The  Tax  Court  at  no  place  in  its  findings  and 
opinion  casts  any  doubt  upon  the  reality  and  validity 
of  partnership  agreement. 

F.    Respective  Abilities  of  Parties. 

1.  Harkness,  Jr.  worked  in  father's  business  dur- 
ing summers  from  1934  to  1941  (R.  252). 

2.  Harkness,  Jr.  worked  full  time  from  June,  1941, 
through  January,  1942  (R.  252). 

3.  Harlviiess,  Jr.  was  thoroughly  experienced  in 
growing,  packing  and  shipping  of  fruits  and  vege- 
tables (R.  226-228). 

(a)  He  had  supervised  and  managed  packing 
operations. 

(b)  He  had  been  in  charge  of  office. 

(c)  Ho  had  takc^n  i)art  in  every  phase  of  business. 

4.  William  Colgate  acquired  knowledge  of  irriga- 
tion, lifeblood  of  the  area,  working  for  Peerless  Pump 
Co.  (R.  253). 

5.  Colgate  expressed  desire  to  make  agriculture 
his  life's  work  (R.  253). 
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6.  Colgate  majored  in  commerce  in  college;  this 
training  added  to  his  practical  experience,  made  him 
a  man  well  qualified  to  undertake  the  type  of  work 
required  by  the  l)usiness  of  the  partnership  (R.  253- 
254). 

On  the  basis  of  above  factors,  Harkness,  Sr.  had 
valid  reason  and  business  purpose  in  contracting  to 
secure  the  services  of  the  two  boys  for  the  partner- 
ship. 

G.    Capital  Contributions  of  Children. 

1.  Harkness,  Jr.  purchased  interest  with  prom- 
issory note  plus  credit  on  books  of  sole  proprietorship 
(R.  276). 

2.  Harriet  Colgate  jjurchased  interest  with  note 
joined  in  by  her  husband  (R.  276). 

3.  Notes  were  unconditional  promises  to  pay  (R. 
190). 

4.  Notes  secured  by  children's  interest  in  United 
Packing  Co.  (R.  119-121). 

5.  Notes  secured  by  income  to  be  derived  from 
partnership  earnings  (R.  263). 

6.  Notes  secured  by  ability  of  Harkness,  Jr.  and 
William  Colgate  to  earn. 

7.  Notes  actually  paid  out  of  profits'  (R.  280). 

8.  Harkness,  Sr.  also  received  as  consideration 
the    present    commitments    of    Harkness,    Jr.    and 


'^ThuJall  V.  Commissioner,  14  T.C.  No.  125  (1950).  A  promissory/ 
note  paid  out  of  profits  of  a  partnership  is  a  valid  capital  contribu- 
tion. 
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William  Colgate  to  render  services  as  soon  as  cir- 
cumstances permitted.^ 

9.  Profits  from  operation  of  River  Ranch  in 
which  each  child  owned  a  one-eighth  interest  as  a 
tenant  in  common  (R.  269-270),  went  into  the  co- 
partnership (R.  270). 

H.    Actual  Conduct  of  Business  Under  Agreement. 

1.  Prior  to  entering  into  partnership,  Harkness, 
Sr.,  as  sole  proprietor  and  manager  of  the  community, 
had  complete  unfettered  power  and  control  over  the 
income,  business  and  assets  of  United  Packing  Co. 

2.  After  the  formation  of  the  partnership  the  fol- 
lowing restrictions  were  imposed  upon  Harkness,  Sr. : 

(a)  In  order  to  bind  the  properties  of  the  business 
he  was  required  to  obtain  the  consent  of  a  partner 
(R.  263-264). 

(b)  To  increase  or  reduce  the  capital  of  the  busi- 
ness he  had  to  secure  the  consent  of  two  partners  (R. 
265). 

(c)  In  order  to  fix  the  salaries  of  employees  he 
had  to  secure  the  consent  of  two  partners  (R.  265). 

(d)  In  order  to  transfer  his  share  in  the  partner- 
ship he  had  to  secure  the  consent  of  two  partners  (R. 
264). 


•*Mr.  Justice  Burton  in  Commissioner  v.  Culbertson,  supra,  337 
U.S.  749,  ''*  *  *  a  present  commitment  to  render  future  services  to 
a  partnershi])  is  in  itseh*  a  material  consideration  to  be  weighed 
with  till  other  material  considerations  for  the  purposes  of  taxation 
as  well  as  other  partnership  purposes." 
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3.  After  the  formation  of  the  partnership,  Hark- 
ness,  Sr.,  was  required  to : 

(a)  Account  to  other  partners  for  his  actions  in 
managing  business  (R.  265). 

(b)  Offer  his  interest  first  to  other  partners  in 
event  he  wished  to  sell  (R.  266). 

(c)  Act  for  the  best  interest  of  all  parties  con- 
cerned in  his  operation  of  the  business  (R.  264). 

(d)  Not  do  any  act  whereby  the  capital  or  prop- 
erty of  the  co-partnership  could  be  taken  by  execu- 
tion (R.  265). 

(e)  Punctually  pay  his  own  separate  debts  (R. 
266). 

h  (f)  Transfer  his  interest  at  book  value  to  other 
partners  in  event  he  became  financially  involved  in 
outside  interests  so  that  his  share  in  i)artnershi]) 
would  become  involved  (R.  266). 

4.  In  addition,  Harkness,  Sr.'s  right  to  possess  the 
partnership  property  former!}^  unlimited,  could  only 
be  exercised  for  ])artnership  ])uvposes  (California 
Civil  Code  2419). 

5.  Record  discloses  that  in  connection  with  the  one 
transaction,  in  1943,  that  fell  outside  the  ordinary 
course  of  tb(^  management  of  the  business,  the  pur- 
chase of  the  River  Ranch,  the  children  were  consulted 
and  their  consent  obtained  (R.  270). 

No  principle  of  law  requires  that  the  actual  day  to 
day  operation  of  successful  business  must  be  altered 
in  order  to  establish  a  bona  fide  partnership. 
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I.    Actual  Control  of  Income  and  Purposes  For  Which  Used. 

1.  1943  income — children's  share:  (a)  Used  to  pay 
income  taxes,  (b)  Used  to  pay  valid  obligations  they 
owed  parents  (R.  280).  (c)  Remainder  left  in  busi- 
ness in  fulfillment  of  one  of  purposes  motivating 
formation  of  partnership. 

2.  Subsequent  income,  (a)  Proportionate  distribu- 
tion to   members   of   partnership    (Ex.   6F — R.   55). 

(b)  Harkness  Jr.  withdrew  $121,484.51  from  a  gross 
income  after  taxes  of  $225,695.26   (Ex.  6F— R.  55). 

(c)  Harriet  Colgate  withdrew  $100,138.48  from  a 
gross  income  after  taxes  of  $223,171.01  (Ex.  6P— R. 
55).  (d)  Record  discloses  no  part  of  income  credited 
to  children  ever  went  back  to  parents  except  part  used 
in  repayment  of  notes. 

The  foregoing  discloses  that  we  have  here  more 
than  ^^a  mere  paper  reallocation  of  income  among  the 
family  members". 

K.    Partnership  Not  Formed  For  Express  Purpose  of  Reducing 
Taxes. 

1.  Harkness,  Sr.  expected  income  of  business  to 
diminish  in  1943  (R.  144). 

2.  Harkness,  Sr.  would  have  entered  partnership 
regardless  of  any  tax  saving  possibilities  (R.  149). 

3.  Tax  Court  finding:  While  Harkness,  Sr.  con- 
sulted a  lawyer  concerning  the  feasibility  of  convert- 
ing his  business  into  a  partnership  and  was  thus  aware 
of  the  tax  savings  possibilities  inherent  therein,  yet 
this  fact  was  only  a  secondary  consideration  witli  liini 
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and  he  would  have  entered  into  this  arrangement  re- 
gardless thereof  (R.  255-256). 

No  evidence,  such  as  was  found  in  Totver  and 
Lusthaus  that  llarkness,  Sr.  was  faced  with  prospect 
of  large  profits  and  correspondingly  large  income 
taxes  and  sought  legal  advice  on  how  to  reduce  taxes. 

L.    Actions  of  Parties  in  Subsequent  Years  as  Evidencing  Intent 
of  Parties  in  Entering  Into  Partnership. 

1.  William  Colgate  immediately  upon  his  release 
from  the  Army  went  to  work  for  the  partnership  and 
has  rendered  substantial  services  of  a  supervisory  and 
managerial  nature  to  the  partnership  up  to  and  in- 
cluding the  date  of  the  hearing — January,  1949  (R. 
217-222). 

2.  Floyd  Harkness,  Jr.  immediately  upon  his  re- 
lease from  the  Army  was  appointed  assistant  general 
manager  of  the  partnership  and  has  rendered  substan- 
tial managerial  services  to  the  business  up  to  and  in- 
cluding the  date  of  the  hearing — January,  1949  (R. 
230,241-242). 

Petitioners  believe  the  above  summary  of  the  facts 
in  this  case  sufficiently  answers  the  contentions  set 
forth  at  pages  23  to  33  of  Respondent's  brief,  except 
in  one  particular.  Respondent  states  at  page  25: 

'^Taxy)ayer  completely  misconceives  the  Sujn'eme 
Court's  holding  in  the  Culbertson  case  in  con- 
tending (Br.  54-58)  that  the  children  must  be 
deemed  partners  during  the  taxable  year  1943  be- 
cause of  events  which  occurred  in  subse(]ueut 
years." 
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Petitioners  desire  to  make  clear  to  this  Court  that 
this  has  never  been  their  contention.  Petitioners'  sole 
contention  in  this  regard  being  this  Court  may  look 
at  events  which  took  place  subsequent  to  the  year 
1943  as  bearing  on  the  question  of  the  good  faith  and 
bona  fide  intent  of  the  parties  in  entering  into  the 
partnership. 


CONCLUSION. 

Petitioners  again  point  out  that  on  the  vital  issue 
involved  in  this  case,  the  intent  of  the  parties,  Re- 
spondent has  offered  no  evidence.  There  is  no  evidence 
in  the  record  to  impugn  the  bona  fides  of  this  part- 
nership or  the  good  faith  of  the  parties  involved.  Pe- 
titioners contend  that  the  ultimate  finding  of  the  Tax 
Court  in  this  case,  that  the  parties  had  no  intent  to 
enter  into  a  partnership  in  the  year  1943,  is  clearly 
erroneous,  and  that  for  this  reason  the  decision  of  the 
Tax  Court  must  be  reversed. 

Dated,  San  Francisco,  California, 
December  26,  1950. 

Resi^ectf ully  submitted, 

Philip  S.  Ehrlich, 
Albert  A.  Axelrod, 
R.  J.  Hecht, 
Irving  Rovens, 

Atto7^neys  for  Petitioners, 
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Nos.  12,618  and  12,619 

IN  THE 

United  States  Court  of  Appeals 
For  the  Ninth  Circuit 


Molly  A.  Harkkess, 
vs. 


Petitioner, 


Commissioner  of  Internal  Revenue, 

Respondent, 

Floyd  J.  Harkness, 
vs. 


Petitioner, 


Commissioner  of  Internal  Revenue, 

Respondent, 


No.  12,618 


(CONSOLIDATED 
CASES) 


No.  12,619 


PETITION  OF  PETITIONERS 

MOLLY  A.  HARKNESS  AND  FLOYD  J.  HARKNESS 

FOR  A  REHEARING. 


To  the  Honorable  William  Penman,  Chief  Jiidcje,  and 
to  the  Honorable  Circuit  Judges  of  the  United 
States  Court  of  Appeals  for  the  Ninth  Circuit: 

This  Honorable  Court,  by  its  decision  and  opinion 
filed  on  December  28,  1951,  aflfirmod  the  decisions  of 
the  Tax  Court  in  the  above-entitled  causes. 


This  petition  does  not  reargue  the  issues  determined 
by  the  opinion.  The  purpose  of  this  petition  is  to  call 
attention  to  material  matters  of  fact  and  law  inad- 
vertently overlooked  by  this  Court,  as  shown  hy  its 
opinion  (Millslagle  v.  Olson  (1942,  CCA  10),  128  P. 
(2d)  1015,  1016).  Petitioners,  therefore,  respectfully 
call  attention  to,  and  submit  as  reason  for  granting 
their  petition  for  a  rehearing,  the  following  material 
matters  of  law  and  of  fact  inadvertently  overlooked 
by  the  Court: 

I. 

IN  THESE  CASES  THE  RESOLUTION  OF  THE  ISSUE  WHETHER 
THE  HARKNESS  CHILDREN  WERE  THE  "TRUE  OWNERS" 
OF  CAPITAL  CONTRIBUTED  TO  THE  PARTNERSHIP  WAS 
DECISIVE  OF  THE  QUESTION  OF  "INTENT".  THIS  ISSUE 
COULD  BE  RESOLVED  ONLY  BY  APPLYING  TO  THE  FACTS 
THE  DEFINITIONS  OF  "TRUE  OWNERS"  SET  FORTH  IN 
THE  CLIFFORD,  HORST  AND  TOWER  CASES,  i  THE  TAX 
COURT  MADE  NO  FINDING  ON  THE  ISSUE  OF  "OWNER- 
SHIP". THE  TAX  COURT'S  FAILURE  TO  SO  FIND  WAS 
CALLED  TO  THE  ATTENTION  OF  THIS  COURT,  AND  THIS 
COURT  WAS  REQUESTED  TO  REVIEW  THE  RECORD  IN  THE 
LIGHT  OF  THE  DEFINITIONS  CONTAINED  IN  THE  ABOVE 
CASES  IN  DETERMINING  WHETHER  THE  ULTIMATE  FIND- 
ING OF  THE  TAX  COURT  WITH  RESPECT  TO  "INTENT" 
WAS  SUPPORTED  BY  SUBSTANTIAL  EVIDENCE.  THIS 
COURT  DID  NOT  SO  REVIEW  THE  RECORD. 

Briefly  stated,  the  reasoning  of  this  Court  in  u])- 
holding  the  decision  of  the  Tax  Court  is  as  follows: 

Harkness  "looked  forward  to  having  the  assistance 
not   only   of   the   son,   but   of   the   son-in-law''.    But 


Helvenng  v.  Clifford  (1939),  309  U.S.  331,  84  L.Ed.  788; 
Helvering  v.  Horst  (1940),  311  U.S.  112,  85  L.Ed.  75; 
Commissioner  v.  Tower  (1945),  327  U.S.  280,  90  L.Ed.  670. 


Harkness  knew  that  ho  could  not  have,  and,  in  fact, 
did  not  receive  tlie  desired  assistance  during  194:], 
the  tax  year  in  question.  Therefore,  Harkness  did 
not  intend  that  the  partnership  should  become  effec- 
tive until  "the  desired  lu^lp  of  the  yoinio'  men  would 
become  available". 

Petitioners  have  no  quarrel  with  the  j)remises 
adopted  by  the  Court.  The  partnership  a.^reement, 
the  supplemental  agreement  of  January  4,  1943  (R. 
258-269),  and  the  testimony  of  the  paities  clearly 
show  that  everyone  concerned  knew^  that  the  young- 
men  would  not  be  able  to  render  services  until  their 
release  from  the  Army.  Petitioners,  however,  do  con- 
test the  validity  of  the  conclusion  reached  by  the  Court 
from  these  premises. 

This  conclusion  is  obviously  at  odds  with  the  record 
and  the  applicable  decisions.  The  record  shows  for- 
mal, unconditional  conveyances  of  real  and  personal 
property  made  by  the  petitioners  to  their  children 
in  1943  (R.  257-258;  261-262;  269-270).  Certainly,  if 
the  children  became,  as  a  result  of  these  conveyances, 
''true  owners",  in  1948,  of  the  property  contributed 
to  the  partnership,  as  that  term  is  defined  in  th(^ 
Clifford,  lionet  and  Tower  cases,  supra,  tluni  under 
the  doctrine  of  Commissioner  v.  Cnlhertson  (1948), 
337  U.S.  733,  748,  93  L.  Ed.  1639,  1668,  there  was 
an  intent  that  the  children  be  partners  in  the  busi- 
ness in  1943,  and  the  fact  that  the  son  and  son-in-law 
did  not  render  services  during-  that  yeai-,  is  innna- 
terial  under  the  circumstances  shown  bv  this  iccord. 


The  Tax  Court  found  that  during  the  year  194S 
there  was  no  change  in  the  operation  of  United  Pack- 
ing Co.  over  prior  years,  and  that  the  business  was 
still  comi)letely  under  the  control  of  Harkness,  Sr. 
(R.  270).  It  may  be  argued  from  these  findings  that 
the  powers  exercised  by  Harkness  in  some  manner 
detracted  from  the  children's  '^true  ownership''  of 
the  capital  contributed  to  the  partnership.  However, 
this  argument  cannot  be  made  because  the  Tax  Court 
did  not  find  that  Harkness,  Sr.,  exercised  the  powers 
thus  given  to  him,  not  in  his  fiduciary  capacity,  as 
representative  of  the  absent  partners,  but  as  owner 
and  as  manager  of  the  community.  The  absence  of 
such  a  finding  is  fatal  to  any  contention  that  the 
children  were  not  the  ^^true  owners''  of  the  real  and 
personal  property  conveyed  to  them  during  the  year 
1943. 

The  Courts  and  Congress  have  both  recognized 
that  so  long  as  the  powers  of  management  are  exer- 
cised by  the  transferor  of  property  in  an  intra-family 
transaction  as  a  fiduciary,  and  not  as  owner,  the 
exercise  of  such  powers  in  no  way  detracts  from 
the  bona  fides  of  the  transaction.  In  support  of  this 
statement  we  cited  in  our  opening  brief  the  case  of 
Greenherger  v.  Commissioner^  (C.A.  7,  1949),  177  F. 
(2d)  990,  994.  Congressional  recognition  has  been 
given  to  this  principle  in  the  House  Report  accom- 
panying the  Revenue  Act  of  1951.  There,  the  House 
Ways  and  Means  Committee  said: 

''Not  every  restriction  upon  the  complete  and 
unfettered  control  by  the  donee  of  the  property 


donated  will  be  indicative  of  sham  in  the  trans- 
action. Contractual  restrictions  may  be  of  the 
character  incident  to  the  normal  relationships 
among  partners.  Substantial  powers  may  ])e  re- 
tained by  the  transferor  as  a  managing  partner 
or  in  any  other  fiduciary  capacity  which,  when 
considered  in  the  light  of  all  the  circumstances, 
will  not  indicate  any  lack  of  true  ownership  in 
the  transferee.  In  weighing  the  effect  of  a  re- 
tention of  any  power  upon  the  bona  fides  of  a 
purported  gift  or  sale,  a  potver  exercisable  for 
the  benefit  of  others  must  be  distinguished  fi^oin 
a  power  vested  in  the  transferor  for  his  own 
benefit/'  (Emphasis  supplied.) 

H.R.  No.  586,  82d  Congress,  1st  Session,  [).  33. 

It  is  apparent,  therefore,  that  the  conclusion  of 
this  Court  upholding  the  decision  of  the  Tax  Court 
results  from  a  failure  to  consider  the  facts  with 
respect  to  these  conveyances,  and  from  a  failure  to 
test  the  reality  of  these  conveyances  under  the  defini- 
tions set  forth  in  Clifford,  Horst  and  Tower,  supra.  In 
the  absence  of  anything  in  this  Court \s  opinion  ex- 
plaining this  Court's  failure  to  consider  these  vital 
facts  and  the  applicable  law,  we  must  hazard  that 
this  resulted  either  from  inadvertence  or  from  certain 
unexpressed,  invalid  assumptions. 

If  not  the  result  of  inadvertence,  then  the  conclu- 
sion reached  by  this  Court  requires  the  tacit  assump- 
tion that  petitioners  had  attached  to  these  formal 
and  unconditional  conveyances  a  hidden  and  unex- 
I)ressed  condition  precedent  which  rendered  the  chil- 
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dren's  interest  in  the  property  conveyed  merely  con- 
tingent and  not  vested.  Of  course,  if  this  Court  or 
the  Tax  Court  indulged  in  such  an  assumption, 
there  could  be  no  good  reason  for  applying  the  tests 
ordained  by  Clifford,  Horst  and  Tower,  supra.  How- 
ever, such  an  assumption,  it  must  be  conceded,  can 
only  be  based  on  suspicion  and  surmise.  There  is 
implicit  in  this  assumption  a  suspicion  that  no  man 
in  his  right  mind,  particularly  a  father,  would  give 
to  his  children  property  without  making  sure — first — 
that  he  got  what  he  bargained  for.  There  is  likewise 
implicit  in  this  assumption  surmises  as  to  what  Hark- 
ness,  Sr.,  might  have  done  had  he  been  unable  to 
secure  the  desired  assistance  of  his  son  and  son-in- 
law  for  any  reason,  including  death,  disability  or  a 
change  in  heart  as  to  a  career.  It  could  be  surmised 
that  in  the  event,  disability  or  failure  to  render  de- 
sired assistance  because  of  some  other  cause  that 
Harkness,  Sr.,  would  have  sought  to  recapture  from 
his  children  or  their  heirs  either  the  property  con- 
veyed or  the  income  derived  therefrom,  or  ])oth.  It 
could  likewise  be  surmised  that  Harkness,  Sr.,  had 
in  case  such  an  event  came  to  pass,  extracted  from 
his  children  a  secret  promise  to  reconvey  to  him  the 
property  or  the  income,  or  both.  Fortunately,  under 
our  system  of  jurisprudence,  findings  may  not  ])e 
based  on  surmises  or  suspicions. 

The  idea  that  there  may  have  been  a  suspensive 
condition  which  prevented  the  vesting  of  the  prop- 
erty in  the  children  would  be,  of  course,  a  palpable 
afterthought.    At   the   time   these   causes  were   tried 


(January  11,  1949)-  and  briefed  before  the  Tax 
Court,  the  Respondent  and  certain  Judges  of  the 
'Fax  Court  were  proceeding  on  the  theory  that  the 
absence  of  vital  services  and  original  capital,  without 
more,  rendered  all  family  partnerships  ineffective  for 
tax  purposes.  The  Respondent  based  his  notices  of 
deficiencies  herein  on  this  theory  (R.  272),  and  the 
Attorney  representing  the  Respondent  at  the  trial 
of  these  causes,  upon  making  his  opening  statement, 
stated  that  his  case  was  based  on  this  theory  (R.  101- 
102).  There  was,  therefore,  no  reason  at  the  time 
these  causes  were  tried  to  make  any  inquiry  respect- 
ing any  condition  precedent  that  might  have  been 
attached  to  the  conveyances,  and,  in  fact,  no  attempt 
was  made  by  counsel  or  the  Tax  Court  to  elicit  any  evi- 
dence which  might  have  disclosed  such  a  condition, 
or  from  w^hich  an  inference  as  to  such  a  condition 
might  have  been  drawn. 

Commissioner  v,  Culhertson  was  decided  after 
these  causes  had  been  tried  and  briefed,  but  before 
the  deficiencies  determined  by  the  Respondent  herein 
had  been  affirmed  by  the  Tax  Court.  1'lie  decision 
of  the  Supreme  Court  in  Commissioner  v.  Ctdbert- 
son,  as  is  conceded,  entirely  destroyed  Respondent's 
original  theory  of  the  case,  and  the  Tax  Court  was 
com])elled  to  decide  these  causes  on  a  theory  other 
than  the  one  which  merely  called  for  the  mechanical 
application  to  the  record  of  the  ''vital  services — 
original    capital''    test.     The    Tax    Court,    therefore, 

2R.  82. 
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evolved  herein,  for  the  purpose  of  affirming  the  R(^- 
spondent's  determination  of  deficiencies,  the  theory 
of  a  hidden  condition  precedent  which  would  makc^ 
ineffectual  the  unconditional  conveyances  of  property 
made  by  petitioners  to  their  children  in  1943.  This 
device  enal)led  the  Tax  Court  to  avoid  the  duty  cast 
upon  it  by  the  Supreme  Court  of  making  a  finding 
with  respect  to  *  intent"  based  on  the  resolution  of 
the  issue  whether  the  children  w^ere  the  ''true  own- 
ers" of  the  property  contributed  to  the  partnership. 

The  theory  thus  evolved  enabled  the  Tax  Court 
to  state  that  there  was  ''an  indefinite  future  plan  to 
operate  United  Packing  Co.  as  a  genuine  partner- 
ship. ' '  This  theory  and  this  statement  both  have  their 
origin  in  the  first  Culbertson  decision  {Culbertson  v. 
Commissioner  (1947),  6  TCM  692).  There,  the  Tax 
Court  found  on  the  basis  of  express  conditions  set 
forth  in  written  instruments  that  the  children  were 
^'to  acquire  an  interest  in  the  business  in  the 
future  *  *  *r  (6  TCM  700).  To  show  that  it  is  not 
possible  to  compress  the  record  herein  into  the 
"future''  plan  mold  of  the  Culbertson  case,  it  is  nec- 
essary to  make  brief  reference  to  the  facts  of  that 
case  and  to  accompany  it  on  its  peregrination  from 
the  Tax  Court  to  the  Supreme  Court. 

The  record  of  the  Culbertson  case  shows  tliat  Mr. 
and  Mrs.  Culbertson  owned  certain  community  prop- 
erty used  in  a  cattle  business.  They  had  five  children 
— four  sons  and  a  daughter.  In  late  October  or  No- 
vember of  1939,  Mr.  and  Mrs.  Culbertson  entered  into 
an   oral  agreement  of  partnership   with   their  sons. 
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On  November  6,  1939,  the  Culbertsons  executed  a  l^ill 
of  sale  in  favor  of  their  sons  covering  a  one-half 
undivided  interest  in  a  herd  of  cattle.  On  January  1, 
1940,  at  the  beginning  of  the  first  taxable  year,  the 
sons  were  24,  22,  18  and  16  years  of  age,  respectively. 
The  daughter  was  then  14  years  old.  The  oldest  son 
worked  in  the  parents'  l)usiness  and  the  others  were 
engaged  in  acquiring  an  education. 

In  December,  1939,  Culbertson  made  application  to 
a  lending  institution  for  a  loan  of  fimds  with  which 
to  conduct  the  operations  of  his  business.  At  that 
time,  he  informed  the  manager  of  the  institution  of 
tlie  oral  agreement  of  partnership  with  his  minor  chil- 
dren. Upon  learning  these  facts,  the  manager  advised 
Ciilbertson  to  have  prepared  some  kind  of  document 
which  would  qualify  him  to  do  business  on  behalf  of 
the  minors.  Pursuant  to  this  advice  Culbertson  had 
an  attorney  prepare  such  a  document.  This  document 
was  executed  on  December  8,  1939,  to  be  effective 
January  1,  1940.  The  Culbertsons  purported  by  this 
instrument  to  create  a  limited  partnership  with  their 
sons  and  to  convey  to  them  undivided  interests  in 
their  property.  The  language  disclosed  that  the  con- 
veyance of  property  to  the  sons  was  entirely  condi- 
tional and  that  the  Culbertsons  retained  every  inci- 
dent of  ownership. 

The  document  recited  that  the  limited  partnership 
was  formed  and  the  conveyance  was  made  because 
the  parents  desired  to  establish  the  sons  'Mu  busi- 
ness, as  and  when  they  arrived  at  a  proper  (n/e  to  eii- 
(/arje   n/   hnsiness/'  and   to  induce  them   ^SnftcM*  they 
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reach  such  a  state  of  maturity,  to  contribute  their 
time  and  services  in  Imilding  up  and  establishing  a 
common  family  estate. '^ 

Under  the  terms  of  this  instrument,  the  parents 
reserved  unto  ^^  themselves  the  sole  and  exclusive  right 
and  control  and  management  of  such  properties  here- 
in conveyed  *  *  *  until  the  time  the  youngest  of  our 
said  sons  living  shall  have  arrived  at  the  age  of 
twenty-one  years,"  The  parents  likewise  reserved  to 
themselves  the  right  to  manage  without  any  restric- 
tion and  without  obtaining  the  verbal  or  written 
consent  of  the  sons. 

The  instrument  also  provided  that  the  sons  would 
have  no  right  to  enjoy  in  any  manner  the  interests 
allegedly  conveyed  until  the  youngest  had  reached  the 
age  of  twenty-one. 

The  above-described  document  was  executed  with- 
out the  knowledge  of  the  four  sons,  and  the  oldest  of 
them  did  not  learn  of  its  existence  until  some  time 
after  May,  1943. 

On  or  about  December  31,  1940,  Mr.  and  Mrs.  Cul- 
bertson  executed  another  document  wherebv  thev 
l^urported  to  convey  to  their  fourteen-year-old  daugh- 
ter an  undivided  interest  in  their  business.  This  in- 
stniment  made  direct  reference  to  the  one  executed 
in  favor  of  tlie  sons,  and  expressly  recited  that  under 
its  terms  '^conditional  conveyance"  of  undivided  in- 
terests had  l)een  made  to  the  sons. 

Culbertson  was  enabled  by  reason  of  these  instru- 
ments to  borrow  money  without  involving  the  minor 
children. 
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The  Ciilbertsons,  thereafter,  filed  tax  returns  show- 
ing their  children  as  partners.  In  1943,  a  revenue 
agent  questioned  the  validity  of  the  alleged  partner- 
ship. The  Culbertsons,  for  this  reason,  caused  their 
children  to  file  a  suit  against  them  on  February  23, 
1944,  in  a  Texas  Court,  wherein  they  prayed  that  the 
Court  declare  the  above-described  instruments  void, 
and  for  a  decree  declaring  that  the  alleged  partner- 
ship was  in  all  things  valid.  A  judgment  granting  the 
relief  prayed  for  was  entered  by  the  Texas  CouH 
on  February  26,  1944. 

When  the  Tax  Court  was  called  for  the  first  time  to 
determine  whether  or  not  there  existed  a  valid  part- 
nership between  Mr.  and  Mrs.  Culbertson  and  their 
children,  it  resolved  the  issue  against  the  Culbertsons 
on  the  basis  of  a  conflict  in  the  evidence.  The  Cul- 
bertsons claimed  that  the  true  agreement  between 
them  and  their  children  was  the  oral  agreement  which 
preceded  the  execution  of  the  instruments  used  for 
the  purpose  of  borrowing  money.  The  Tax  Court 
refused  to  believe  that  Mr.  Culbertson  would  misrep- 
resent the  true  facts  to  the  manager  of  the  lending 
institution  and  on  this  basis  determined  that  the 
aforementioned  instruments  evidenced  the  true  agree- 
ment between  the  Culbertsons  and  their  children. 
Since  these  instruments  by  their  terms  described  the 
conveyances  to  the  children  as  ''cojiclitiovar'  the  Tax 
Court,  in  making  its  decision,  stated: 

^^"By  these  instrimients  it  appeal's  that  the  ])oys 
(and  daughter)  are  to  acquire  an  interest  in  the 
])usiness  in  the  future^  and  we  cannot  pass  them 
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off  lightly  as  does  petitioner  on  brief.''  (Empha- 
sis by  the  Tax  Court.) 

Ciilhertson  v.  Commissioner,  supra,  6  TCM  700. 

To  the  above  quotation,  the  Tax  Court  added  the 
following  significant  statement: 

^^  Moreover,  the  fact  that  at  the  time  of  the  Trial 
the  boys  were  not,  with  the  exception  of  W.  0., 
Jr.,  (and  perhaps  Richard — ^Richard  has  some 
lately'),  taking  part  in  the  operation  of  the  ranch, 
is  hardly  consistent  with  the  petitioner's  con- 
tention or  the  idea  that  Coon  thought  Culbertson 
could  not  operate  the  business." 

The  Tax  Court,  in  its  opinion,  which  is  a  long  one, 
took  occasion  to  discuss  the  fact  that  the  Culbertson 
children  had  not  contributed  services  or  capital  orig- 
inating with  them,  but  it  should  be  noted  that  its 
decision  invalidating  the  alleged  partnership  was 
not  based  on  the  failure  to  render  services  or  to  con- 
tribute original  capital,  but  on  the  instruments  which 
show  that  the  children  were  not  the  ^Hrue  owners"  of 
the  capital  contributed  to  the  alleged  partnership  be- 
cause of  the  conditional  nature  of  the  conveyances. 

The  Culbertsons,  after  the  decision  of  the  Tax 
Court,  filed  a  petition  for  re\dew  in  the  Court  of  Ap- 
peals for  the  Fifth  Circuit.  The  Court  of  Appeals  on 
review  reversed  the  decision  of  the  Tax  Court  {Cnl- 
hertson  v.  Commissioner  (1948),  168  F.  (2d)  979). 
The  Court  of  Appeals  in  so  reversing  the  Tax  Court 
took  a  different  \dew  of  the  case  and  decided  that 
the  instruments  that  had  decided  the  issue  against  the 
Culbertsons  were  executed  by  them  without  knowl- 
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edge  of  their  legal  effect.  This  might  have  been  suffi- 
cient to  justify  the  reversal  of  the  Tax  Court's  deci- 
sion. However,  the  Court  of  Appeals  went  further 
than  the  necessities  of  the  case  required  and  stated, 
by  way  of  dictum,  that  it  was  not  necessary  to  the 
validity  of  a  partnership  that  the  partners  contribute 
presently  either  services  or  capital.  The  Court  of 
Appeals  stated  its  point  as  follows: 

^*  Neither  statute,  common  sense,  nor  impelling 
precedent  requires  the  holding  that  a  parinei* 
must  contribute  capital  or  render  services  to  the 
partnership  prior  to  the  time  he  is  taken  into  it. 
These  tests  are  equally  effective  whether  the  capi- 
tal and  the  services  are  presently  contri])uted 
and  rendered  or  are  later  to  be  contributed  or  to 
be  rendered.'' 

Commissioner  v.  Culhertson,  supra,  168  F.  (2d) 
983. 

The  above  rather  extraordinary  statement  no  doubt 
influenced  the  Supreme  Court  to  grant  certiorari  on 
])etition  of  the  Commissioner. 

The  Supreme  Court,  in  reviewing  the  decision  of 
tlie  Court  of  Appeals,  immediately  took  issue  with  the 
above-quoted  statement  and  said: 

''If  it  is  conceded  that  some  oP  the  partners  con- 
ti'ibuted  neither  capital  nor  services  to  the  part- 
nership during  the  tax  year  in  question,  as  the 
Court  of  Appeals  was  apparently  willing  to  do 
in  the  present  case,  it  can  hardly  be  contended 
that  they  are  in  any  way  responsible  for  the  pro- 
duction of  income  during  those  years.  *  *  * 
*^The  intent  to  provide  money,  goods,  labor,  oi* 
skill  some  time  in  the  future  cannot  meet  the  de- 
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mands  of  §§11  and  22(a)  of  the  Code  that  he 
who  presently  earns  the  income  through  his  own 
labor  and  skill  and  the  utilization  of  his  own 
capital  be  taxed  therefor.  Tlie  vac^aries  of  human 
experience  preclude  reliance  upon  good  faith, 
intent  as  to  future  conduct  as  a  basis  for  the 
present  taxation  of  income." 

Commissioner  v.  Cidhertson,  supra,  337   U.S. 
739-740,  93  L.  Ed.  1664. 

After  having  so  admonished  the  Court  of  Appeals, 
the  Supreme  Court  went  on  to  tell  the  Tax  Court  that 
it  too  was  in  error  when  it  resolved  the  issue  of  the 
validity  of  a  partnership  by  applying  the  'Sdtal 
services — original  capital"  test.  In  so  doing,  the 
Supreme  Court  said: 

^^We  turn  next  to  a  consideration  of  the  Tax 
Court's  approach  to  the  family  partnership  prob- 
lem. It  treated  as  essential  to  membership  in  a 
family  partnership  for  tax  purposes  the  contri- 
bution of  either  Sdtal  services'  or  'original  cap- 
ital'. Use  of  these  *  tests'  of  partnership  indicates, 
at  best,  an  error  in  emphasis.  It  ignores  what  we 
said  is  the  ultimate  question  for  decision,  namely, 
^whether  the.  partnership  is  real  within  the  mean- 
ing of  the  Federal  Revenue  Laws'  and  makes 
decisive  what  we  described  as  ^circumstances'  (to 
be  taken)  4nto  consideration'  in  making  that 
determination." 

Commissioner  v,   Culbertson,  supra,  337  U.S. 
741,  93  L.  Ed.  1665. 

The  foregoing  makes  it  clear  that  the  Supreme 
Court  rejected  the  extreme  ^dews  expressed  both  by 
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the  Coui-t  of  Appeals  and  by  the  Tax  Court.  In  an- 
other portion  of  its  opinion  the  Supreme  Court  set 
forth  for  the  future  guidance  of  the  Tax  Court  the 
correct  rule  for  decision. 

Nowhere  in  the  Tax  Court's  opinion  or  in  the 
opinion  of  this  Court  is  there  any  reference  to  this 
rule.  The  Tax  Court  quoted  only  such  parts  of  the 
Supreme  Court's  opinion  in  Culhertson  as  still  bear 
some  resemblance  to  the  old  ^Sdtal  services — original 
capital''  test.  The  Supreme  Court  made  it  very  clear 
that  the  burden,  heavy  as  it  might  be,  of  proving  the 
bona  fides  of  a  partnership  arrangement  could  be  car- 
ried by  showing  that  the  members  of  the  family  part- 
nership had  either  rendered  services  or  had  made  con- 
tributions of  capital  of  which  they  were  the  true 
owners.  In  remanding  the  Culhertson  case  to  the  Tax 
Court,  the  Supreme  Court  expressed  this  rule  as 
follows : 

^^The  cause  must  therefore  be  remanded  to  the 
Tax  Court  for  a  decision  as  to  which,  if  any,  of 
respondent's  sons  were  partners  with  him  in  the 
operation  of  the  ranch  during  1940  and  1941.  As 
to  which  of  them,  in  other  words,  was  there  a  bona 
fide  intent  that  they  be  partners  in  the  conduct  o\ 
the  cattle  business,  either  because  of  services  to 
be  performed  during  those  years,  or  beoausr  of 
contributions  of  capital  of  tvhich  thei/  ircrr  the 
true  otvners,  as  we  have  defined  that  tei*m  in  the 
Clifford,  llorst  and  Tower  cases'?" 

Commissioner  v.  Culhertson,  337  U.S.  748,  93 
L.  Ed.  1668. 
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The  point  that  stands  out  in  the  Tax  Court's  deci- 
sion is  the  fact  that  it  at  no  time  found  that  peti- 
tioner's children  were  not  the  ^^true  owners"  of  the 
capital  contributed  by  them  to  the  partnership.  In  its 
opinion  it  makes  many  statements  with  reference  to 
the  dominion  and  control  that  Harkness,  Sr.,  exer- 
cised over  the  business  of  the  partnership  durin^^  the 
years  in  which  the  young  men  were  in  the  Army. 
These,  however,  are  not  findings.  They  are  merely 
erroneous  expressions  of  opinion  contrary  to  its  find- 
ings of  fact.  In  addition,  the  Tax  Court's  opinion 
contains  nothing  which  indicates  that  it  applied  the 
definitions  set  forth  in  the  Clifford,  Horst  and  Tower 
cases  to  either  its  findings  of  fact  or  the  record  as 
a  whole  for  the  puri)ose  of  determining  whether  or 
not  petitioners'  children  were  or  were  not  th(»  true 
owners  of  the  capital  contributed  by  them. 

The  record  herein  and  the  Tax  Court's  own  find- 
ings are  such  that  the  Tax  Court  could  not,  in  en- 
deavoring to  affirm  the  decisions  of  the  respondent, 
apply  the  mandate  of  the  Supreme  Court,  and  for 
this  reason  the  Tax  Court  resorted  to  the  device  of 
attempting  to  compress  the  record  herein  into  the 
*^ future  plan — condition  precedent"  mold  of  the  first 
Culbertson  decision. 

In  our  opening  brief,  we  pointed  out  that  the  ulti- 
mate finding  on  ^^intent"  of  the  Tax  Court  was  not 
supported  hy  substantial  evidence  because  neither 
the  record  nor  the  findings  of  the  Tax  Court  estab- 
lished that  petitioners'  children  were  not  ^Hrue 
owners"  of  the  capital  (Brief  for  Petitioners,  pp.  17; 
34;  41-46). 
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It  is  respectfully  urged,  therefore,  that  this  Court 
was  led  by  the  device  employed  by  the  Tax  Court 
to  overlook  the  fact  that  the  Tax  Court  had  not  made 
any  finding  on  the  issue  of  ownership.  This  Court, 
for  the  same  reason,  failed  to  review  the  reeord  for 
the  purpose  of  determining  whether  the  ultimate  find- 
ing of  the  Tax  Court  with  respect  to  *  intent"  was 
supported  by  substantial  evidence. 
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II. 

IN  AFFIRMING  THE  DECISION  OF  THE  TAX  COURT,  THIS 
COURT  HAS  OVERLOOKED  THE  CORRECT  MEANING  OF 
THE  TERM  "BONA  FIDE";  IT  HAS  LIKEWISE  OVER- 
LOOKED THE  PRESUMPTION  OF  GOOD  FAITH  AND  HAS 
OVERLOOKED  THE  RULE  WHICH  REQUIRES  THE  TAX 
COURT  NOT  TO  REJECT  UNCONTRADICTED  AND  UNIM- 
PEACHED  EVIDENCE. 

It  pointed  out  to  both  the  Tax  Court  and  this  Court 
that  there  was  no  conflict  in  the  record;  that  all  the 
evidence  was  adduced  by  the  petitioners  and  that  the 
respondent  had  produced  no  evidence  to  overcome  pe- 
titioners' case.  It  was  also  pointed  out  that  the  ^'pre- 
sumption of  law^''  in  favor  of  respondent's  determina- 
tion of  deficiencies  had  been  overcome  and  that  there 
was  nothing  in  the  record  that  overcame  the  presump- 
tion of  good  faith  which  accompanied  the  petitioners 
and  their  children  throughout  the  proceedings  (Peti- 
tioners' Opening  Brief  pp.  31-34).  It  was  showii  too 
that  the  inferences  which  the  Tax  Court  drew  from 
the  uncontradicted  record  were  erroneous  and  were 
supported  only  by  the  equally  erroneous  assumption 
that  the  powers  of  management  vested  in  Harkness, 
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Sr.,  had  not  been  exercised  by  him  as  an  agent  or 
fiduciary,  but  as  an  owner.  It  was  shown,  moreover, 
that  this  erroneous  assumption  resulted  from  the 
Tax  Court's  failure  to  give  effect  to  the  intent  and 
good  faith  of  the  parties  (Petitioners'  Opening  Brief 
pp.  58-75). 

It  is  apparent  to  us  from  the  opinion  of  this  Court 
that  petitioners'  contentions  above  summarized  were 
entirely  overlooked.  We  believe  this  occurred  be- 
cause this  Court,  as  well  as  the  Tax  Court,  had  adopted 
herein  an  erroneous  definition  of  the  term  ''good 
faith". 

This  Court  ruled  that  the  Tax  Court  found  a  good 
faith  intent  to  form  a  partnership  in  the  future  and 
that  there  was  not  a  hona  fide  intent  to  form  a  part- 
nership in  the  present,  that  is  to  say,  in  the  year 
1943.  This  Court  also  ruled  that  these  ultimate  find- 
ings were  supported  by  the  record.  We  contend  that 
these  rulings  ignore  the  correct  meaning  of  the  term 
^^bona  fide". 

At  a  very  early  date,  the  Supreme  Court  of  the 
United  States  defined  this  term  as  follows : 

"Bona  fide  is  a  legal,  technical  expression  and 
the  law  of  Great  Britain  and  this  Country  has  an- 
nexed a  certain  idea  to  it.  It  is  a  term  used  in 
statutes  in  England,  and  in  acts  of  assembly  of 
all  the  states,  and  signifies  a  thing  done  really, 
with  a  good  faith,  without  fraud,  or  deceit,  or 
collusion  or  trust." 

Ware  v.  Hylton  (1796),  3  U.S.  (3  Ball.)  196, 
241,  1  L.  Ed.  568,  586. 
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The  converse  of  the  term  is  bad  faith,  deceit,  etc.,  and 
it  will  be  noted  that  it  contains  none  of  the  elements  of 
frustration  or  unpossihility . 

It  is  clear,  therefore,  that  if  this  Court  and  the 
Tax  Court  hold  that  petitioners  and  their  children 
were  not  bona  fide  partners  in  1943,  within  the  cor- 
rect definition  of  the  term,  then  this  Court  and  the 
Tax  Court  have  plainly  said  that  petitioners  and  their 
children  entered  into  a  fraudulent  scheme  designed  to 
deceive  the  tax  collector,  and  they  have  likewise  said 
that  the  solemn  agreements  and  conveyances  between 
the  parties  were  merely  the  means  whereb}'  the  scheme 
was  to  be  executed. 

It  is  hard  to  believe  that  this  Court  and  the  Tax 
Court  could  have  had  the  correct  definition  in  mind 
because  it  can  be  gathered  from  what  appears  in  the 
opinions  that  both  Courts  concede  that  petitioners' 
evidence  has  the  ^^ flavor  of  truth". 

The  Tax  Court  found  that  many  legitimate  business 
reasons  dictated  the  decision  to  form  the  partnership. 
It  found  also  that  a  decline  in  profits  in  the  fruit 
packing  business  was  anticijjated,  and  that,  in  the 
formation  of  the  partnership,  the  tax  saving  possi- 
bilities were  only  a  secondary  consideration  (R.  253- 
254;  255-256).  And  speaking  of  the  record,  as  a 
whole,  the  Tax  Court  said: 

<i*  *  *  some  of  the  evidence  is  indicative  of  a 
valid  family  partnership  *  *  */'   (R.  274.) 

This  (^urt,  after  having  considered  the  locord, 
said: 
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<<*  *  *  the  evidence  leaves  little  room  for  doubt 
that  Harkness,  Sr.  had  determined  that  ultimately 
there  should  be  a  partnership  including  the  chil- 
dren." 

And  in  appraising  the  findings  and  opinion  of  the 
Tax  Court,  this  Court  stated : 

*^The  Tax  Court  expressed  no  doubt  of  a  good 
faith  intent  to  create  a  partnership  at  so^ne  time/' 

In  addition,  if  our  memories  serve  us  correctly, 
Counsel  for  respondent  at  the  oral  argument  conceded 
that  petitioners'  witnesses  had  testified  truthfully 
and  that  the  parties  had  acted  in  good  faith.  His  con- 
tention was  that  the  good  faith  purpose  of  the  parties 
had  in  some  fashion  been  frustrated  or  defeated. 

But  assuming,  nevertheless,  that  this  Court  had 
the  correct  meaning  of  the  term  in  mind,  then  we 
submit  that  the  tenuous  inference  drawn  from  the 
powers  of  management  vested  in  Harkness,  Sr.,  was 
insufficient  to  overcome  the  presumption  of  good 
faith.  The  law  presumes  that  the  business  trans- 
actions of  every  man  are  done  in  good  faith  and  for 
an  honest  purpose ;  and  anyone  who  alleges  that  such 
acts  are  done  in  bad  faith,  and  for  a  dishonest  and 
fraudulent  purpose,  has  the  burden  of  showing  the 
same.  Fraud  or  bad  faith  is  never  presumed,  but 
must  be  established  by  clear,  unequivocal  and  convinc- 
ing proof.  Proof  which  merely  creates  a  suspicion  is 
not  enough. 

U.  S.  V.  California  Midway  Oil  Co.  (D.C.S.D., 
Calif.,  1919),  259  Fed.  343,  352,  353; 


21 


Jones,  Commentaries  on  Evidence,  Vol.  1,  Sec. 
13,  pp.  99-100. 

It  is  respectfully  submitted  that  the  inference 
drawn  from  the  control  of  Harkness,  Sr.,  over  the 
business  in  1943,  is  so  weak  as  to  amount  to  a  sus- 
picion, and  does  not  amount  to  clear,  unequivocal  and 
convincing  evidence  sufficient  to  prove  fraud.  It  is 
therefore  respectfully  urged  that  if  the  Court  in- 
tended to  use  the  term  ''bona  fide''  in  its  correct  sense, 
it  overlooked  the  presumption  of  good  faith  which  ac- 
companied the  parties  throughout  these  proceedings 
and  which  could  not  be  overcome  by  the  alleged  infer- 
ence drawn  by  the  Tax  Court. 

We  submit  also  that  if  this  Court  and  the  Tax 
Court  really  mean  that  the  arrangement  between  the 
parties  was  a  child  of  iniquity,  there  is  a  basic  in- 
consistency between  this  holding  and  the  ruling  that 
the  parties  were  in  good  faith  with  respect  to  the  fu- 
ture. Why  should  the  fact  that  the  young  men  ren- 
dered services  in  subsequent  years  be  the  purifying 
agent  that  transforms  a  fraudulent  transaction  into  an 
honest  arrangement "?  Why  could  it  not  l)e  said  with 
equal  logic  that  the  young  men  are  in  reality  only 
supervisory  employees  who  are  paid  large  salaries 
in  the  guise  of  partnership  profits,  and  that  they  hold 
their  undivided  interests  in  the  properties  subject 
to  a  secret  trust  for  the  benefit  of  jjetitioners  ? 

Frankly,  we  do  not  l)elieve  that  this  Court  and 
the  Tax  Court  meant  to  place  the  badge  of  fraud 
upon  the  transactions  between  petitioners  niid  their 
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children.  We  believe  that  there  was  a  confusion  in 
terms;  that  this  Court,  as  well  as  the  Tax  Court, 
found  no  bona  fide  intent  only  in  the  sense  that  a 
transaction  intended  to  be  in  good  faith  was  frustrated 
and  defeated  because  the  children  could  not  work  or 
personally  exercise  control  over  their  property  during 
the  year  1943.  We  likewise  believe  that  this  confusion 
in  terms  results  from  not  considering  the  intent  of  the 
parties  as  expressed  in  the  record  and  from  attempt- 
ing to  resolve  the  issue  as  to  the  reality  of  the  partner- 
ship by  applying  the  discredited  '^  vital  services- 
original  capital''  test. 

Moreover,  we  believe  that  this  confusion  in  terms 
caused  this  Court  to  overlook  the  rule  w^hich  for- 
bids the  Tax  Court  to  disregard  uncontradicted  evi- 
dence, particularly,  when  the  Tax  Court  concedes 
that  the  testimony  has  '^the  flavor  of  truth",  and  has 
said  nothing  which  would  cast  any  doubt  upon  th(^ 
veracity  of  the  witnesses. 

In  the  case  of  Mayson  Mfg,  Co.  v.  Commissioner 
(C.A.  6-1949),  178  F.  (2d)  115,  121-122,  the  rule  was 
stated  as  follows : 

^^We  recognize  that  in  the  present  case  peti- 
tioner's evidence  on  the  issue  was  not  from 
impartial  witnesses.  But,  nevertheless,  it  was  im- 
contradicted  and  was  not  referred'  to  in  the  opin- 
ion of  the  Tax  Court  as  being  tintvorthy  of  belief. 
Under  such  circumstances,  the  failure  of  the  Com- 
missioner to  introduce  testimony  supporting  the 
deductions  made  by  him  lends  considerable  sup- 
port  to   our   view,  gathered  from   other   iindis- 
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puted  facts  in  the  case,  that  the  findings  of  the 
Tax  Court  on  the  issues  involved  are  clearly  er- 
roneous and  should'  he  set  aside."  (Emx>hasis 
supplied.) 

The  rule  is  likewise  well  expressed  in  Lawton  v. 

Commissioner  (CCA.  6-1947),  164  F.  (2d)  380,  384 

as  follows: 

^'We  are  aware,  of  course,  that  the  Tax  Court 
is  not  required,  at  all  events,  to  believe  the  testi- 
mony of  witnesses,  or  even  to  accept  at  face  value 
documents  offered  in  evidence,  but  it  appears  to 
be  well  settled  that  the  fact  finder  may  not 
arbitrarily  disregard  tmdisputed  atid  uncontra- 
dicted testimony  of  tmimpeached  persons  where 
he  has  already  found  facts  tvhich  lend  a  flavor  of 
truthfulness  to  their  assertions."  (Emphasis  sup- 
plied.) 

In  comiection  with  the  foregoing  rule,  we  call  at- 
tention to  the  comment  which  this  Court  made  in  its 
opinion  with  respect  to  the  evidence  relating  to  the 
years  after  1943.   This  Court  said: 

'^ Since  it  was  as  likely  to  show  an  intent  re- 
specting future  conduct  as  one  for  a  present  en- 
terprise, there  was  no  occasion  for  the  Court 
to  make  findings  thereon/' 

We  gather  from  the  Court's  comment  that  the 
Court  was  not  of  the  opinion  that  this  evidence  gave 
rise  to  conflicting  inferences  which  cancelled  each 
other,  but  that  the  Court  felt  that  at  worst  this  evi- 
dence was  ambiguous.  We  submit  therefore  that  since 
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the  record  as  a  whole  is  uncontradicted  and  possesses 
the  flavor  of  truth,  this  ambiguity  should  have  ])een 
resolved  in  favor  of  petitioners  and  not  in  favor  of 
respondent.  If  this  seeming  ambiguity  is  resolved  in 
favor  of  petitioners,  as  it  should  be,  then  there  is  no 
substantial  evidence  to  support  the  findings  of  the 
Tax  Court  that  petitioners  and  their  children  were 
not  bona  fide  partners  in  1943. 

It  is  respectfully  submitted  that,  for  the  reasons 
above  set  forth,  a  rehearing  should  be  granted  in 
these  causes. 

Dated,  San  Francisco,  California, 
January  25, 1952. 

Respectfully  submitted, 

Philip  S.  Ehrlich, 
Albert  A.  Axelrod, 
R.  J.  Hecht, 
Irving  Rovens, 

Attorneys  for  Petitioners, 


Certificate  of  Counsel. 

I  hereby  certify  that  I  am  of  eounsed  for  petitioners 
in  the  above  entitled  cause  and  that  in  my  judgment 
the  foregoing'  petition  for  a  rehearing  is  well  founded 
in  point  of  law  as  well  as  in  fact  and  that  said  peti- 
tion for  a  rehearing  is  not  interposed  for  delay. 

Dated,  San  Francisco,  California, 
January  25, 1952. 

,  Philip  S.  Ehrlich, 

Of  Counsel  for  Petitioners, 
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No.  12,620 

IN  THE 
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United  States  Court  of  Appeal: 
For  the  Ninth  Circuit 


Alfred  V.  Goo, 

Appellant, 
vs. 

United  States  of  America, 

Appellee, 


Appeal  from  the  United  States  District  Court 
for  the  District  of  Hawaii. 

BRIEF  FOR  ALFRED  V.  000,  APPELLANT. 


OPINION  BELOW. 

The  memorandum  order  of  the  Distriet  Court  deny- 
in,G:  appellant 's  motion  to  withdraw  plea  is  unreported 
but  appeal's  on  pa.^es  18-29  of  the  record. 


JURISDICTION. 

By  information  filed  in  the  United  States  District 
Court  for  the  District  ol'  Hawaii  on  February  9,  1950 
(R.  2-4),  appellant  was  charged  in  thi-ee  counts  with 
willfully   attempting   to   evade   taxes   in   violation    of 


the  provisions  of  26  U.S.C.  Section  145 (b).  Appel- 
lant on  the  same  day  entered  plea  of  .c:uilty  to  each 
of  these  counts  (R.  5,  40).  His  subsequent  motions 
to  withdraw  plea  were  denied  by  the  District  Court 
(R.  8,  18,  29),  which  entered  judgment  and  sentence 
thereon  against  appellant  on  June  1,  1950  (R.  29-33). 
Notice  of  appeal  w^as  filed  on  June  6,  1950,  pursuant 
to  18  U.S.C.  Section  3772  and  Rule  37(a)  of  Federal 
Rules  of  Criminal  Procedure  thereunder  (R.  34-35). 

Jurisdiction  of  the  District  Court  rests  on  18 
U.S.C.  Section  3231.  Jurisdiction  of  this  Court  is 
invoked  under  28  U.S.C.  Sections  1291  and  1294. 


STATEMENT  OF  THE  CASE. 

This  is  an  appeal  from  the  conviction  and  sentence 
of  appellant  for  alleged  criminal  violations  of  the 
Internal  Revenue  Code,  imposed  by  the  District  Court 
on  the  basis  of  appellant's  plea  of  guilty  to  those 
charges,  and  from  the  preceding  order  of  the  Dis- 
trict Court  denying  appellant  leave  to  withdraw 
his  plea. 

On  or  about  January  10,  1950,  appellant  consulted 
counsel  in  regard  to  notification  received  from  the 
Department  of  Justice  indicating  his  imminent  prose- 
cution for  claimed  evasion  of  some  $7,500  in  taxes 
(R.  81-82,  88,  103,  139).  With  his  attorneys  and 
bookkeeper  he  attended  a  conference  on  January  20th 
with  representatives  of  the  Bureau  of  Internal  Rev- 
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enue  to  determine  the  basis  of  tlie  Government's  ac- 
cusation against  liira  (R.  93,  141,  159,  168).  At  this 
meeting,  which  lasted  an  hour  or  two,  they  were  per- 
mitted to  examine  appellant's  books  and  other  mate- 
rials held  by  tlie  government  as  evidence  (R.  96,  143, 
159-160,  169).  Ap])ellant  and  his  attorneys  conferred 
several  times  subsequently  on  the  matters  of  these 
criminal  charges  and  his  civil  tax  liability  (R.  96, 
144,  162). 

On  February  9,  1950,  appellant  appeared  in  the 
District  Court  with  counsel.  The  Assistant  United 
States  Attorney  filed  in  open  court  appellant's  waiver 
of  indictment  and  an  information  charging  appellant 
with  willfully  attempting  to  evade  income  and  vic- 
tory tax  owing  by  him  for  the  year  1943  and  income 
tax  owing  by  him  and  his  wife  for  the  years  1944 
and  1945  (R.  2-6,  40).  Upon  inquiry  of  the  court, 
appellant  himself  pleaded  guilty  to  each  of  the  in- 
formation's three  counts  (R.  5,  40).  After  hearing 
statements  of  counsel,  the  court  postponed  for  ten 
days  its  judgment  and  sentence  with  the  suggestion 
that  appellant  meanwhile  settle  his  undetermined 
civil  tax  liability  to  the  government  (R.  5,  53). 

Within  one  week  after  his  entry  of  plea,  appellant 
terminated  the  services  of  his  foi'mer  attorneys  and 
engaged  his  present  counsel   (R.  7,  100,  150). 

Ui3on  hearing  for  sentence  held  on  February  20th, 
the  District  Court  granted  appellant's  new  counsel 
further  time  to  ascertain  and  negotiate  sc^ttlenient  of 
his  civil  liability  but  denied  theii-  motion  to  withdraw 


the  plea  of  guilty  pending  full  investigation  of  the 
facts  (R.  8,  59-60). 

Appellant  on  March  27,  1950,  filed  formal  motion 
to  withdraw  plea,  supported  by  affidavits  of  himself, 
his  attorneys  and  certified  ]iublic  accountant  em- 
ployed to  audit  his  accoimts  (R.  9-15).  The  District 
Court  heard  and  denied  this  motion  on  May  16,  1950 
(R.  16-18),  entering  its  memorandum  ruling  against 
appellant  on  May  31st.  By  judgment  and  sentence 
entered  on  June  1,  1950,  it  imposed  upon  appellant 
for  each  of  the  three  counts  a  fine  of  $1,000  and  im- 
prisonment for  two  years,  imprisonment  for  the 
second  and  third  counts  to  run  concurrently  (R. 
30-31,  196). 


ERRORS  RELIED  UPON. 

(1)  The  District  Court  erred  in  ruling  that 
appellant  could  not  withdraw  his  plea  of  guilty 
as  a  matter  of  right  prior  to  sentence. 

(2)  The  District  Court  abused  its  discretion 
in  refusing  to  allow  appellant  to  withdraw  his 
plea  of  guilty  and  in  sentencing  him  to  fine  and 
imprisonment  on  the  basis  of  that  j^lea. 


SUMMARY  OF  ARGUMENT. 
Under  Rule  32(d)   of  Federal  Rules  of  Criminal 
procedure  and  the    federal  statute  authorizing  those 
Rules,  a  defendant  has  the  right  to  withdraw  his  plea 


of  guilty  at  any  time  prior  to  sentence.  Even  if  al- 
lowance of  such  withdrawal  of  y)lea  before  sentence 
lay  within  the  discretion  of  the  District  Court,  leave 
should  be  granted  upon  a  showing  of  mistake,  fear 
or  other  influence  causing  the  defendant  to  plead 
guilty  when  he  may  have  any  defense  at  all.  This 
appellant  showed  such  grounds  justifying  withdrawal 
of  his  plea. 


ARGUMENT. 

I.     WITHDRAWAL  OF  PLEA  OF  GUILTY  BEFORE  SENTENCE 
IS  A  MATTER  OF  RIGHT. 

At  the  outset,  we  concede  that  this  pi-oposition 
rests  on  little  authority  other  than  the  language  of 
the  Federal  Rules. 

These  rules  were  promulgated  by  the  Supreme 
Court  pursuant  to  authority  conferred  by  federal 
statute.^  This  enabling  legislation  leaves  no  doubt  as 
to  the  solicitude  of  Congress  for  an  accused  person, 
who  has  entered  a  plea  of  guilty,  by  expressly  pro- 
viding :^ 
I  This  section  shall   not  give  the   Supreme  Coui-t 

power  to  abridge  the  right  of  the  accused  to  ap- 
ply for  withdrawal  of  a  plea  of  guilty,  if  such 
application  be  made  within  ten  days  after  entry 
of  such  plea,  and  before  sentence  is  imposed. 


^Sections  3771  and  3772  ol'  Title  18,  United  States  Code,  Crimes 
and  Criminal  Procedure,  effective  September  1,  1948  and  re-enact- 
ing substantially  the  provisions  of  former  18  U.S.C.  Sections  687 
and  688. 

"18  U.S.C.  Section  3772,  Procedure  after  verdict. 
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We  do  not  contend  that  this  provision  gTants  or 
preserves  the  right  to  withdraw  a  plea  of  guilty 
mthin  its  prescribed  limitations  rather  than  the  bare 
right  to  apply  therefor,  although  such  construction 
would  doubtless  be  permissible  as  a  matter  of  first 
impression.  Judicial  interpretation  has  been  other- 
wise, holding  that  the  statute  gives  no  absolute  right 
to  withdraw  a  plea  but  deals  merely  with  the  limit 
of  time  within  which  application  to  withdraw  may 
be  filed.^ 

Like  effect  was  given  to  the  rule  first  adopted  under 
that  statute.   This  rule  provided:'' 

A  motion  to  withdraw  a  plea  of  guilty  shall  be 
made  within  ten  (10)  days  after  entry  of  such 
plea  and  before  sentence  is  imposed. 

Under  this  rule  it  was  consistently  held  that  with- 
drawal of  a  plea  of  guilty,  even  when  requested  by 
motion  within  ten  days  after  entry  of  such  plea  and 
before  sentence,  was  not  a  matter  of  right,  but  that 
allowance  thereof  lay  within  the  sound  discretion  of 
the  trial  court. ^  Moreover,  the  rule's  limitation  upon 
time  for  filing  such  motion  was  given  jurisdictional 


H^nited  States  v.  Coloima,  142  F.  (2d)  210  (CCA.  3d,  1944)  ; 

Fanisworth  i\  Zerhst,  98  F.  (2d)  541  (CCA.  5th,  1938). 
^Riile  II   (4),   Rules  in  Criminal  Cases  effective  September  1, 
1934; 

292  U.S.  661,  662. 
-Bergen  v.  United  States,  145  F.  (2d)   181   (CCA.  8th,  1944); 

United  States  v.  Colonna,  supra; 

Fanisworth  v.  Zerhst,  supra; 

United  States  v.  Denniston,  89  F.  (2d)  696  (CCA.  2d,  1937)  ; 

cf.  United  States  v.  Fox,  130  F.  (2d)  56  (CCA.  3d,  1942)  ; 

Ward  V.  United  States,  116  F.  (2d)  135  (CCA.  6th,  1940)  ; 

see  Swift  v.  United  States,  148  F.  (2d)  361  (CA.D.C  1945). 
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effect.  Whether  the  motion  was  made  more  than  ten 
days  after  plea  but  before  sentence/'  or  less  than  ten 
days  after  plea  but  following  sentence,'  it  was  dis- 
missed as  tardy,  to  the  same  effect  as  though  filed 
more  than  ten  days  after  plea  and  after  sentence.* 

In  adopting  the  new*^  Federal  Rules  of  Criminal 
Procedure,  however,  the  Supreme  Court  clearly  im- 
plemented that  legislative  concern  for  the  rights  of 
an  accused.  It  differentiated  between  withdrawal  of 
plea  of  guilty  ))efore  sentence  and  after  sentence  by 
providing  in  Rule  32(d)  : 

Withdratval  of  Plea  of  Guilty,  A  motion  to 
withdraw  a  plea  of  guilty  or  of  nolo  contendere 
may  be  made  only  l)efore  sentence  is  imposed  or 
imposition  of  sentence  is  suspended;  but  to  cor- 
rect manifest  injustice  the  court  after  sentence 
may  set  aside  the  judgment  of  conviction  and 
permit  the  defendant  to  withdraw  his  ])lea. 

It  must  be  noticed  that  the  above  rule  contains  two 
separate   and   distinct   clauses,    the    first   relating   to 


^'Von  Moltke  v.   Gillies,   161   F.    (2d)    113    (CCA.  6th,  1947), 
rev'd  on  other  grounds   332   U.S.   708    (1948)    (motion  ten 
months  after  plea)  ; 
Hood  V.   United  States,   152  P.    (2d)   431    (CCA.  8th,  1946) 

(motion  four  weeks  after  plea); 
United  States   v.  Ach trier,  144  F.   (2d)   49   (CCA.  2d,   1944) 

(motion  twelve  davs  after  plea). 
'Jackson  v.  United  States,  131  F.   (2d)   606   (CCA.  8th,  1942) 

(motion  one  week  after  plea). 
^United  States  v.  Mignogna,  157  F.  (2d)  839  (CCA.  2d,  1946) 

(motion  seven  months  after  plea  and  sentence); 
Swift  V.   United  States,  supra  note  5    (motion  more  than  one 

vear  after  plea  and  sentence)  ; 
Farrin(jto7i  v.  King,  128  F.   (2d)  785   (CCA.  8th,  1942); 
Cooke'r.  Swopc,  28  F.  Supp.  492   (W.I).  Wash.,  1939),  aff'd 

109  F.   (2d)   955  (CCA.  9th,  1940). 
^Effective  March  21,  1946. 
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withdrawal  of  plea  before  sentence  and  the  second 
dealing  with  such  withdrawal  after  conviction  and 
sentence.  These  provisions,  when  read  against  the 
l)ackdrop  of  the  pre-existino;  rule  and  its  settled  con- 
struction, manifest  an  intention  to  accomplish  more 
than  mere  enlargement  of  the  time  for  filing  a  motion 
to  withdraw  a  plea  of  guilty. 

Historically,  the  harshness  heretofore  noted  in  Rule 
TI  (4)  had  evoked  much  criticism  of  the  courts  which 
were  constrained  to  apply  it  according  to  its  tei'ms.^^ 
Professor  Orfield,  speaking  in  1942  as  a  member  of 
the  Advisory  Committee  on  Rules  of  Criminal  Pro- 
cedure of  the  Supreme  Court,  commented  as  follows  :^^ 
The  present  Rule  TI  (4)  provides  that  a  motion 
to  withdraw  a  plea  of  guilty  must  be  made  within 
ten  days  after  entry  of  such  plea.    Is  not  this 
an  undue  hardship  on  the  defendant,  and  should 
we  not  adopt  the  rule  now  prevalent   in   many 
states  which  permits  withdrawal  of  the  plea  at 
any  time  before  sentence? 

That  authority  also  remarked^^  that  Section  230  of 
the  American  Law  Institute  Code  of  Criminal  Pro- 
cedure (1930)  goes  even  further  and  permits  setting 
aside  of  a  Judgment  so  that  the  plea  may  be  with- 
drawn. Apparently,  as  observed  by  the  Court  of 
Appeals  for  the  Eighth   Circuit,^^  he  expressed  the 


lo^fee  Von  Moltke  v.  Gillies,  supra  note  6,  161  F.   (2d)   at  116; 

Swift  V.  United  States,  supra  note  5,  148  F.  (2d)  at  362; 

United  States  v.  Acht7ier,  supra  note  6,  144  F.  (2d)  at  52. 
iU)rfield,  Procedure  in  Federal  Criminal  Cases,  2  F.R.D.  573, 

577. 
i2[^ec]  2  F.R.D.  at  577,  note  16. 
i^See  Untied  States  v.  Achtner,  supra,  144  F.  (2d)  at  52. 
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views  of  the  Advisory  Committee  which  recommended 
a  substantially  more  liberal  rule.  Tt  seems  likely  that 
the  Committee  in  recommending'  the  new  rule,  and 
the  Supreme  Court  in  adopting  it,^^  acted  upon  these 
two  suggestions  of  Professor  Orfield  hy  incorporat- 
ing them  respectively  in  the  first  and  second  clauses 
of  Rule  32(d). 

Grammatically,  also,  the  new  rule  evidences  a  clear 
intention  by  the  rule-making  body  to  place  with- 
drawal of  a  plea  of  guilty  before  sentence  on  a  dif- 
ferent basis  than  subsequent  withdrawal.  Had  the 
Supreme  Court  desired  to  effectuate  only  a  narrow 
purpose  of  enlarging  time  within  which  to  present  a 
motion  for  withdrawal  of  plea,  it  could  easily  have 
done  so  by  means  of  one  inclusive  clause  without  re- 
sort to  separate  clauses  relating  to  the  two  chrono- 
logical stages  of  the  criminal  proceeding.  Tt  chose 
the  latter  rather  than  the  simpler  form  of  expres- 
sion. It  did  so  advisedly,  upon  the  recommendation 
of  a  committee  of  eminent  members  of  both  bench 
and  bar.  Moreover,  it  specified  a  Judicial  standard 
to  guide  the  District  Court  in  permitting  withdrawal 
of  plea  after  sentence  l)ut  imi:)osed  no  such  limita- 
tion upon  withdrawal  before  sentence. 

Clearly  a  defendant  now  has  no  un(iualified  right 
after  conviction  and  sentence  to  withdi-aw  his  plea 
of  guilty.  Allowance  of  his  motion  to  do  so  is  a 
matter  of   discretion   t<r  the   trial   couit   in   order   to 


'nir.  Justice  Black  in  Von  Moltke  v.  Gillies,  332  U.S.  708,  718 
nolo  4,  commented  that  the  former  rule  had  been  liberal- 
ized by  Rule  32(d). 
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correct  manifest  injustice.  That  standard  for  the 
court's  exercise  of  discretion  in  eases  after  sentence 
is  uniformly  held,  in  decisions  under  the  second  clause 
of  Rule  32(d),  to  require  of  the  convicted  defendant 
a  showing  of  some  reason  why  the  judgment  should 
not  stand  against  him — a  reason  amounting  to  a  fraud 
or  imposition  upon  him,  or  a  misapprehension  of  his 
rights,  making  it  manifestly  just  and  fair  to  give 
him  the  privilege  to  substitute  pleas.  ^'^ 

This  same  test  of  '^manifest  injustice''  likewise 
governed  the  granting  or  denial  of  any  motion  to 
withdraw  a  plea  of  guilty  prior  to  1934/^'  On  the 
subject  of  withdrawal  of  plea,  the  Coui-t  of  Appeals 
for  the  Seventh  Circuit  stated:^' 

If  such  a  plea  is  inadvisably  made,  or  is  con- 
trary to  the  truth,  the  accused  should  not  be  held 
strictly  to  his  plea.  He  should  be,  and  so  far  as 
our  observation  goes,  he  is,  permitted  to  change 
the  plea. 

And  dictum  of  the  Supreme  Court  in  Kercheval  v. 
United  States, ^'^  wherein  the  District  Court  had  al- 


'-United  States  v.  Searle,  180  F.  (2d)   209   (C.A.  7th,  1950)  ; 

Collins  V.  Vnited  States,  176  F.  (2d)  773  (C.A.  9th,  1949)  ; 

United  States  v.  Lias,  173  F.  (2d)   685  (C.A.  4th,  1949); 

Stidham  v.  United  States,  170  F.  (2d)  294  (C.A.  8th,  1948); 

United  States  v.  Harris,  160  F.  (2d)  507  (CCA.  2d  1947)  ; 

United  States  v.  Mignogna,  supra  note  8. 
^^Rachel  v.  United  States,  61  F.   (2d)   360  (CCA.  8th,  1932)  ; 

Roberto  v.  United  States,  60  F.  (2d)  774  (CCA.  7th,  1932)  ; 

Scheff  i\  United  States,  33  F.  (2d)  263  (CCA.  8th,  1929)  ; 

Gleckman   v.    United   States,   16    F.    (2d)    670    (CCA.    8th, 
1926)  ; 

United  States  v.  Bayaud,  23  Fed.  721   (CC  S.D.  N.Y.  1883). 
^"^Roberto  v.  United  States,  supra,  60  F.   (2d)  at  775. 
^8274  U.S.  220,  223  (1927). 
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lowed  withdrawal  of  the  defendant's  plea  of  guilty 
and  the  sole  issue  on  appeal  was  the  admissibility 
of  the  plea  as  evidence  upon  trial,  has  become  the 
rule  of  decision  applica))le  whenever  the  motion  to 
withdraw  plea  is  addressed  to  the  discretion  of  the 
trial  court: 

**Out  of  Just  consideration  for  persons  accused 
of  crime,  courts  are  careful  that  a  plea  of  guilty 
shall  not  be  accepted  unless  made  voluntarily 
after  proper  advice  and  with  full  understanding 
of  the  consequences  *  *  *  But,  on  timely  appli- 
cation, the  court  will  vacate  a  })lea  of  guilty 
shown  to  have  been  unfairly  obtained  or  given 
through  ignorance,  fear  or  inadvertence.  Such 
an  application  does  not  involve  any  question  of 
guilt  or  innocence.  *  *  *  T\w  court  in  the  exer- 
cise of  its  discretion  will  permit  one  accused  to 
substitute  a  plea  of  not  guilty  and  have  a  trial 
if  for  any  reason  the  granting  of  the  privilege 
seems  fair  and  just.^® 

The  essence  of  those  decisions-"  under  former  Rule 
11(4)  was  stated  succinctly  by  the  court  in  Bergen 
V.  United  States^'^  as  follows: 

We  think  it  may  be  gathered  from  all  of  the 
cases  that  an  accused  is  entitled  to  withdraw  a 
plea  of  guilty  if  it  fairly  appears  that  he  was 
in  ignorance  of  his  right  and  of  the  consequence 
of  his  act,  or  if  it  appears  that  the  ])lea  was  made 
under    some    mistake    or    misaj)prehension.    The 


^»Quoted  ill  part  in  Von  Moltke  v.  GUlies,  supra,  332  U.S.  at 
719,  as  the  basis  for  doteiTninin^  such  motions  under  Rule 
n  (4). 

-"Cases  cited  in  note  5  supra. 

-'145  F.  (2d)   181,  187  (CCA.  8th,  1044). 
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withdrawal  should  not  be  denied  where  a  proper 
showing  for  its  allowance  is  made,  merely  be- 
cause the  defendant  on  a  trial  might  or  probably 
would  be  found  guilty.  While  the  burden  is  on 
the  accused  to  show  cause  for  the  change  of  his 
plea,  the  court's  discretion  should  ])e  exercised 
liberally,  so  as  to  promote  the  ends  of  justice 
and  to  safeguard  the  life  and  liberty  of  the  ac- 
cused, especially  where  the  defendant  is  without 
the  adAHce  of  counsel  and  his  motion  is  season- 
ably made.  And,  in  any  case,  the  motion  should 
not  be  denied  where  it  is  evident  that  the  ends 
of  justice  would  best  be  served  by  granting  it. 

It  is  thus  seen  that  the  principle,  that  the  trial 
court's  discretion  should  be  exercised  by  granting  a 
timely  motion  for  withdrawal  of  plea  of  guilty  ^4f 
for  any  reason  the  granting  of  the  privilege  seems 
fair  and  just'',  was  brought  forward  from  the  earlier 
decisions  to  govern  those  cases  within  Rule  11(4); 
and  it  has  since  been  carried  on  to  apply  in  cases 
within  the  second  clause  of  Rule  32(d).  In  short, 
the  standard  by  which  the  court  must  exercise  its 
discretion,  in  ruling  upon  such  motions  made  after 
sentence,  has  been  thoroughly  explored  over  the  years 
and  is  now  crystallized.  The  showing  of  '^manifest 
injustice"  required  to  support  any  such  motion  made 
after  sentence  has  been  fairly  defined  by  judicial 
decision. 

But  what  is  the  criterion  of  decision  in  those  cases 
falling  within  the  first  clause  of  Rule  32(d),  of  mo- 
tions to  withdraw  plea  of  guilty  made  before  sentence 
is  imposed  ?  Are  those  motions  addressed  to  the  soimd 
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discretion  of  the  court;  and,  if  so,  does  the  same 
standard  order  its  exercise  of  discretion  as  in  cases 
of  like  motions  made  after  sentence? 

Significantly,  the  Supreme  Coni't  prescribed  no 
such  standard  by  tlie  first  clause  of  its  new  rule.  It 
did  not  qualify  the  rii>ht  to  withdraw  a  ])lea  of  guilty 
by  requiring  the  moving  defendant  to  sliow  ^'mani- 
fest injustice''  in  such  cases. 

The  implication  is  clear:  Rule  32(d)  leaves  no 
residuum  of  discretion  in  the  District  Court  by  which 
to  deny  any  motion  made  before  sentence  to  withdraw 
a  plea  of  guilty;  it  places  upon  the  defendant  no 
onus  of  persuading  the  District  Court  that  the  grant- 
ing of  such  motion  would  be  fair  and  just;  and  it 
allows  him,  through  the  medium  of  such  motion,  to 
withdraw  his  plea  of  guilty  as  a  matter  of  right. 

Under  any  other  construction  given  the  first  clause 
of  Rule  32(d),  that  clause  loses  all  independent  sig- 
nificance and  becomes  a  m0i*e  preface  to  the  second 
clause,  modified  by  the  latter's  restriction  upon  with- 
drawal of  plea.  So,  then,  must  the  separation  of 
thought  apparent  in  both  i)unctuation  and  chrono- 
logical context  of  the  rule  ))e  disregarded.  We  are 
unwilling  to  ascribe  to  the  Supreme  Court  the  am- 
biguity in  expression,  prolixity,  and  ineptness  of 
draftsmanship  implicit  in  such  an  interpretation  of 
two  simple  and  perfectly  harmonious  clauses. 

Construed  together  as  integral  yet  distinct  sections 
of  the  same  rules  they  convey  the  substantive  mean- 
ing that  the  defendant  before  imposition  of  sentence 
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is  entitled  without  limitation  to  withdraw  his  plea 
of  guilty  on  motion;  and  that  after  sentence,  he  is 
so  entitled  upon  motion  supported  hy  a  showing  of 
some  reason  why  his  substitution  of  pleas  is  fair 
and  just. 

Support  is  given  this  view  by  the  absence  of  judi- 
cial opinion  in  point.  Search  of  the  reports  reveals 
no  decision  interpreting  the  first  clause  of  Rule 
32(d),  all  of  the  reported  cases--  dealing  with  motions 
made  after  conviction  and  sentence  and  applying — 
quite  properly — the  second  clause  of  the  rule.  In 
fact,  several  of  the  decisions^^^  relied  on  by  the  court 
below  (R.  22)  in  rejecting  this  construction  of  Rule 
32(d)  do  not  even  consider  or  make  reference  to  that 
rule.  Undoubtedly  this  absence  of  decisions  constru- 
ing the  first  clause  of  the  rule  exists  because  District 
Courts  uniformly  grant  (as  a  matter  of  course)  the 
accused's  motion  prior  to  sentence,  and  that  action  is 
not  reviewable.^^ 

We  submit  that  appellant's  motions  to  withdraw 
his  plea  of  guilty,  twice  duly  made  before  imposition 
of  sentence,  should  have  been  granted  as  a  matter  of 
right  under  Rule  32(d);  and  that  the  District  Court 
erred  in  denying  those  motions  on  the  ground  that 
their  disposition  rested  in  the  area  of  judicial  dis- 
cretion. 


-^Cases  cited  note  15  supra. 

'^'■'Taylor  v.  Vnited  States,  179  F.    (2d)   640   (C.A.  9th,  1950)^ 

and  subsequent  appeal  dismissed  180  F.   (2d)   1020. 
-^United  States  v.  Lias,  supra  note  15,  173  F.  (2d)  685. 
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II.  DENIAL  OF  APPELLANT'S  MOTION  TO  WITHDRAW  HIS 
PLEA  OF  GUILTY  BEFORE  SENTENCE  WAS  AN  ABUSE  OF 
DISCRETION. 

Assuming-  arcjucndo  that  a  motion  made  by  a  de- 
fendant before  sentence  to  witlidraw  liis  plea  of 
guilty  is  addressed  to  tlie  discretion  of  the  court, 
under  Rule  32(d),  still  the  record  shows  an  abuse 
of  discretion  in  the  denial  oF  a])pellant's  motion. 

The  affidavits  (R.  9-15)  filed  by  appellant  in  sup- 
port of  his  motion  to  withdraw  plea  speak  for  them- 
selves. 

Appellant  himself  alleged  h.is  unfamiliarity  with 
the  court's  criminal  procedure  when  he  appeared  in 
court  on  February  9,  1950  (R.  9) ;  that  at  the  time 
he  entered  his  plea  of  guilty,  following  advice  of 
his  then  counsel,  no  audit  had  been  made  of  his 
books  to  determine  whether  he  owed  the  taxes  claimed 
in  the  information  (R.  9-10) ;  and  that  \\v  pleaded 
guilty  through  fear,  ignorance,  confusion  and  ex])e- 
diency  (R.  10).  He  further  alleged  that  su])sequent 
to  pleading  he  felt  he  had  ])een  mistaken  and  engaged 
new  counsel  (R.  9)  ;  that  his  attorneys  hired  certified 
public  accountants  to  investigate  his  tax  liability  (R. 
10)  ;  that  an  incomplete  audit  of  his  l)ooks  had  re- 
vealed factors  which  eliminated  his  tax  liability  for 
1945  and  reduced  l)y  an  indeterminate^  amount  that 
liability  for  1944,  two  of  the  years  in  (juestion  (R. 
10)  ;  and  that  he  did  not  know  whether  oi*  not  his 
residual  tax  liability,  if  any,  constituted  fraud  (R. 
10).  He  also  set  forth  that  clainied  loss  of  his  can- 
celled checks  ])^•  the  United  States  Iiit(Miial   l\e\(MHie 
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agents  prevented  verification  that  certain  refunds 
from  commission  houses,  asserted  ))y  those  agents  to 
be  unreported  income,  were  actually  not  taxable  (R. 
10-11).  In  these  circumstances  of  insufficient  infor- 
mation, he  concluded,  his  attorneys  did  not  and  could 
not  advise  him  to  plead  guilty  (R.  11). 

Affidavits  of  appellant's  attorneys  and  accountant, 
who  investigated  his  tax  liability,  substantiated  his 
statements  that  apparent  factors  not  credited  by  the 
Internal  Revenue  officials  reduced  materially  that 
liability  for  1944  and  1945  (R.  12-14).  On  the  basis 
of  this  investigation,  his  attorneys  stated  that  they 
could  not  advise  appellant  to  plead  guilty  or  allow 
that  plea  to  stand  (R.  15). 

The  facts  thus  presented,  which  were  not  denied 
by  affidavit  or  other  document  of  the  appellee,  may 
be  segregated  into  two  general  grounds  justifying 
appellant's  withdrawal  of  his  plea  of  guilty.  First, 
although  represented  by  counsel  prior  to  and  at  the 
time  of  pleading,  he  entered  his  plea  inadvisedly 
as  a  result  of  fear,  ignorance,  confusion  and  expe- 
diency. Second,  neither  api)ellant  nor  his  counsel 
knew  the  true  state  of  facts  forming  the  basis  of  the 
government's  charges  against  him,  and  he  therefore 
pleaded  in  mistake  and  misapprehension  of  those 
facts  and  their  consequences.  Little  light  was  shed 
on  the  latter  ground  at  the  hearing  of  the  motion, 
for  the  court  announced  that  it  considered  the  mat- 
ters relating  to  actual  tax  liability — which  appellant 
offered  to  show  by  testimony  of  the  auditing  account- 
ant— irrelevant  to  the  motion   (R.  78-79,  101).    Ap- 


17 


pellant's  showino-  was  tlioreforo  confined  to  his  own 
testimony  (R.  80-101). 

Appellant  acknowledc:ed  oonsnltino-  his  attorney 
several  times  before  entering;-  liis  plea.  Tn  discussing 
on  one  of  these  occasions  the  amount  of  tax  claimed 
by  the  government,  some*  $7,500,  he  protested  that 
he  owed  nothing  like  that  sum.  To  this  his  attorney 
reportedly  told  him  he  was  .uiiilty  just  the  same  even 
if  he  owed  one  dollar,  and  that  it  was  best  to  plead 
guilty  (R.  82-98).  Appellant  stated  that  his  attorney 
advised  him  to  plead  guilty  (R.  84,  87,  97),  that  he 
had  no  other  alternative,  that  if  he  argued  the  court 
would  give  him  a  long-term  prison  sentence,  and  that 
the  best  thing  for  him  was  to  keep  his  mouth  shut 
and  say  iiothing  (R.  85,  87).  He  had  iK^^er  been 
in  a  court  room  or  had  any  knowledge  of  criminal 
proceedings  prior  to  this  case  (R.  84,  85) ;  and  since 
he  had  employed  counsel  to  advise  him,  he  followed 
that  advice    (R.  87). 

Thus  appellant  explained  the  reasons  for  enter- 
ing his  plea.  It  was  induced  in  j)art  by  fear — fear 
of  long  imprisonment  if  he  contested  tlu^  govern- 
ment's charges  or  disputed  the  amount  of  tax 
claimed;  in  part  ])y  ignorance — ignorance  of  the  tech- 
nical elements  constituting  the  crimes  with  which 
he  was  charged,  of  court  i)r()ce(liire  and  tlie  ])i'esump- 
tion  of  innocence  which  protects  every  citizen  until 
disproved,  and  of  the  legal  inaccuracy  of  his  attoi'- 
ney's  opinion  that  he  was  guilty  if  lie  owed  $1  or 
$7,500  in    taxes;   and   in    part    by    ex])e(liency— being 
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advised  to  plead  guilty  and  say  nothing.  An  addi- 
tional element  of  confusion  arose  in  appellant's  mind 
through  the  injection  into  this  criminal  proceeding 
of  matters  relating  to  his  ci^-il  liability  for  taxes,  as 
he  did  not  at  the  time  appreciate  the  difference  be- 
tween  civil    and   criminal    liability    (R.    100-101). 

The  government  sought  to  refute  these  subjective 
misconceptions  in  the  mind  of  appellant,  which  moti- 
vated him  to  plead  guilty,  by  introducing  the  testi- 
mony of  his  former  attorneys  as  to  what  had  passed 
between  them  and  their  client. 

One  denied  ad\^sing  appellant  to  plead  guilty,  al- 
though stating  in  the  same  breath  that  it  was  his 
suggestion  (R.  143,  148).  His  associate,  however,  ad- 
mitted that  they — the  attorneys — advised  appellant 
to  plead  guilty,  told  him  that  it  would  be  to  his  ad- 
vantage not  to  put  the  government  to  the  expense 
of  trying  the  case  (R.  135,  160-162).  This  much  is 
certain,  that  these  attorneys  advised  appellant  over 
a  period  of  some  weeks,  and  nowhere  do  they  sug- 
gest that  they  advised  any  plea  other  than  guilty. 

On  the  face  of  the  record  it  comes  to  this:  one 
of  appellant's  former  attorneys  corroborates  his 
statement  of  the  advice  he  received,  while  the  other 
denies  it.  There  is,  to  say  the  least,  a  strong  infer- 
ence that  somewhere  in  the  course  of  his  conferences 
with  his  attorneys  appellant  gained  the  belief  that 
he  had  no  alternative  but  to  plead  guilty,  that  re- 
sistance of  the  charges  against  him  would  be  futile 
and  only  result  in  a  much  harsher  sentence  than  if 
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he  said  nothing.  Precise  words  spoken  between  at- 
torney and  client  are  not  in  issue  liere,  the  sole  in- 
quiry relating  to  appellant's  state  of  mind  when  he 
entered  his  plea. 

Perusal  of  the  record  can  leave  no  doubt,  more- 
over, that  at  the  time  they  were  advising  their  client 
regarding  the  government's  impending  prosecution, 
appellant's  former  counsel  were  singularly  unin- 
fonned  of  the  taxes  which  he  had  allegedly  attempted 
to  evade.  They  made  no  investigation  of  his  books 
and  records,  employed  no  accountants  to  examine  into 
his  tax  liability,  made  no  recommendation  that  he 
procure  such  an  audit,  and  did  not  even  talk  to  his 
bookkeeper  until  after  the  plea;  in  fact,  despite  ap- 
pellant's disclaimer  of  the  tax  obligation  asserted  by 
the  government,  they  made  no  effort  whatsoever  to 
ascertain  independently  the  amount  of  his  unpaid 
taxes,  if  any  (R.  83).  They  accepted  without  reser- 
vation the  deficiencies  represented  by  Internal  Rev- 
enue agents,  apparently  content  to  glance  over  a  few 
cancelled  checks  and  pages  of  appellant's  books 
during  one  brief  conference  (R.  95-96,  148,  159-160, 
168-170).  While  this  inspection  may  have  satisfied 
them  that  the  taxes  claimed  were  actually  owing,  it 
did  not  satisfy  appellant,  who  engaged  new  counsel. 
That  occurred  after  he  had  pleaded  to  the  informa- 
tion, of  course;  but  only  then,  after  new  counsel  had 
partially  developed  the  true  status  of  his  tax  lia))il- 
ity,  did  he  ai)preciate  the  enormity  of*  his  mistake 
in  both  Fad  and  law. 
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Nothing  in  the  record  impugns  appellant's  testi- 
mony that,  had  he  knowii  about  his  income  tax  what 
he  learned  sul:)sequent  to  the  date  of  pleading,  he 
would  not  have  entered  a  plea  of  guilty  in  this  case 
(R.  85). 

If  the  granting  or  denial  of  a  motion  to  with- 
draw a  plea  of  guilty  l)efore  sentence  be  deemed  to 
lie  within  the  discretion  of  the  District  Court,  the 
only  question  for  decision  here  is  whether  this  show- 
ing made  by  appellant  was  sufficient  to  warrant  al- 
lowance of  his  change  of  plea.  That  sufficiency  must 
be  measured  against  the  several  criteria  of  '^mani- 
fest injustice''  established  by  the  decisions,  hereto- 
fore reviewed.-''  To  recapitulate  briefly,  an  accused 
will  be  allowed  to  withdraw  such  plea  if — 

given  through  ignorance,  fear  or  inadvertence^® 
or — 

made  under  any  misapprehension  or  mistake-' 
or — 

inadvisedly  made,  or  is  contrary  to  the  truth^^ 
or — 

some  reason  existing  when  it  was  entered,   but 

for  which  he  would  not  have  entered  the  plea-^ 
or — 

entered  because  of  misunderstanding  of  its  effect 

or  because  of  misrepresentation.^'^ 


-^*See  Part  I  supra. 

'^^'Kercheva]  v.  United  States,  supra,  274  U.S.  at  224. 
-'United  States  v.  Bayaud,  supra,  23  Fed.  at  722. 
^^Roherto  v.  United  States,  supra,  60  F.  (2d)  at  775. 
-^Rachel  v.  Umted  States,  supra,  61  F.  (2d)  at  362. 
^^Ward  V.  United  States,  supra,  116  F.  (2d)  at  137. 
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The  effect  of  the  decisions  bearing  on  this  subject 
is  well  summarized  by  the  Court  of  Appeals  for  the 
Fourth  Circuit,  as  follows  :^^ 

The  least  surprise  or  influence  causing  a  defend- 
ant to  plead  guilty  when  he  has  any  defense  at 
all  should  be  sufficient  grounds  for  permitting 
a  change  of  plea  from  guilty  to  not  guilty.  Leave 
should  ordinarily  be  given  to  withdraw  a  plea 
of  guilty  if  it  was  entered  by  mistake  or  under 
a  misconception  of  the  nature  of  the  charge; 
through  a  misunderstanding  as  to  its  effect; 
through  fear,  fraud,  or  official  misrepresenta- 
tion; was  made  involuntarily  for  any  reason;  or 
even  where  it  was  entered  inadvisedly,  if  any 
reasonable  ground  is  offered  for  going  to  the 
jury. 

We  submit  that  appellant  made  a  clear  showing 
of  justification  for  his  change  of  plea  ^^ithin  the 
above  principles.  From  the  evidence  presented  there 
is  good  reason  to  l)elieve  that  his  plea  of  guilty  was 
actuated  in  considerable  degree  by  fear,  ignorance, 
misapprehension,  mistake  and  misunderstanding.  Cer- 
tain it  is  that  he  pleaded  inadvisedly,  without  proper 
investigation  of  the  facts  by  either  himself  or  counsel, 
and  that  the  facts  and  law  as  he  subsequently  under- 
stood them  render  the  plea  contrary  to  the  truth.  As 
Judge  Stephens  of  this  Court  has  so  i-ecently  stated 
concerning  a  plea  of  guilty:^- 


^Wnited  States  v.  Lias,  supra  note  15,  173  F.  (2d)  at  688, 
((uotiiiii'  with  ap])roval  U  Am.  Jur.  961-962. 

^-Dissenting  in  dolHns  v.  United  Stales,  supra  note  15,  176  F. 
(2d)  at  777. 
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One  who  so  pleads  may  be  l^ound  therel)y,  but 
it  is  imperative  that  the  chosen  course  of  action 
be  undertaken  with  full  kngw1edQ:e  of  the  facts 
and  probable  consequences  *  *  * 

That  requisite  knowledge  of  the  facts  at  the  time  of 
pleadinc^  was  imdeniably  lackins^  here.  Such  defect 
in  comprehension,  alone,  constitutes  sufficient  reason 
why  ^'the  granting  of  the  privilege  seems  just  and 
fair  ".33 

One  serious  consideration  remains.  The  record 
makes  plain  that  the  District  Court,  in  deciding  the 
motion  to  withdraw  plea,  felt  that  its  dignity  had  been 
affronted  by  a  telephone  call  on  behalf  of  appellant 
and  an  endeavor  by  appellant  to  speak  personally 
about  his  case,  events  which  reportedly  occurred  be- 
tween pleading  and  the  time  when  present  counsel 
took  up  his  defense  (R.  20,  29,  57,  186).  What  impli- 
cations the  court  attached  to  these  extra-judicial  mat- 
ters were  shown  by  its  remark  that  the  motion  would 
have  ^^smelled  sweeter"  in  their  absence  (R.  29). 
We  cannot  accept  such  characterization  of  this  motion 
as  proper  or  justified  by  the  circumstances.  For  all 
that  appears  in  the  record,  the  incidents  to  which  the 
court  referred  were  the  efforts  of  some  well-mean- 
ing but  misguided  friend.  But  whether  or  not  the 
court  below  was  justly  exercised,  such  factors  should 
not  have  influenced  the  court  in  exercising  its  dis- 
cretion. This  resembles  the  situation  in  Bergen  v. 
United    States;^^    wherein    the    appellate    court    took 


^^Sce  Kercheval  i\  United  States,  supra,  274  U.S.  at  224. 
3*145  F.  (2d)  181  (CCA.  8th,  1944). 
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notice  that,  in  denyini;'  a  similar  motion  to  withdraw 

plea  of  guilty — 

The  court  was  clearly  influenced  in  his  conclusion 
by  information  which  had  reached  him  of  con- 
versations between  the  accused  and  the  marshal 
which  gave  support  to  the  idea  that  the  accused 
had  changed  his  mind  by  rc^ason  of  influence 
brought  to  bear  upon  liim  by  other  defendants 
in  similar  cases  pending  in  the  court.^'^ 


Since  that  knowledge  acquired  outside  the  hearing 
was  not  evidence  or  relevant  to  the  motion,  the  ques- 
tion being  neither  the  probable  i^uilt  of  the  accused 
nor  what  caused  him  to  change  his  mind,  judgment 
denying  the  motion  was  reversed. 

m  In  ruling  that  appellant  had  provided  no  basis 
upon  which  it  could  exercise  its  discretion  in  favor 
of  the  motion  (R.  29),  the  court  below  was  thus  in- 
fluenced in  immeasurable  degree  by  matters  neither 
evidential  nor  relevant.  Such  influence,  reacting  upon 
the  mind  of  the  court  to  discredit  the  sufficient 
reasons  shown  by  appellant  for  his  change  of  plea, 
led  it  to  an  abuse  of  discretion  in  denying  the  motion 
and  predicating  judgment  and  sentence  upon  appel- 
lant's plea  of  guilty. 

The  liberal  tenor  of  decisions  granting  leave  to 
withdraw  a  plea  after  conviction  and  sentence  leave 
no  doubt  that  the  court's  action,  with  resx)ect  to  with- 
drawal of  plea  before  sentence,  amounted  to  abuse 
of  discretion  in   these  circumstances — if,   indeed,  the 


35/d.  at  188. 
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trial  court  has  discretion  in  such  a  moment.  In  one 
such  case,^^  the  court  not  only  allowed  the  defendant 
after  judgment  and  sentence  to  withdraw  a  plea  of 
nolo  contendere  but  refunded  those  fines  which  re- 
mained in  the  court's  registry.  In  another,  t]w  Su- 
preme Court  acknowledged  the  great  reluctance  with 
which  courts  customarily  act  upon  a  plea  of  guilty, 
quoting  recognized  authorities  as  follows:^" 

Since  a  plea  of  guilty  is  a  confession  in  open 
court  and  a  waiver  of  trial,  it  has  always  been 
received  with  great  caution.  It  is  the  duty  of 
the  court  to  see  that  the  defendant  thoroughly 
understands  the  situation  and  acts  voluntarily 
before  receiving  it. 

And  further  :^^ 

Upon  a  simple  and  plain  confession,  the  court 
hath  nothing  to  do  but  to  award  judgment;  but 
it  is  usually  very  backward  in  receiving  and  re- 
cording such  confession,  out  of  tenderness  to 
the  life  of  the  subject;  and  will  generally  advise 
the  prisoner  to  retract  it  and  plead  to  the  in- 
dictment. 

Appellant  seeks  no  judgment  of  acquittal  in  this 
proceeding.  He  onlj^  asks  adherence  to  Blackstone's 
precept,  that  he  be  allowed  to  retract  his  ^^ confession" 
and  plead  anew  to  the  information  because  of  mis- 


'^^^United  States  v.  Western  Chemical  &  Mfg.  Co.,  78  F.  Supp. 

983  (S.D.  Cal.  1948). 
^■^jS'ee   Von  Moltke  v.   Gillies,  supra,  332   U.S.   at  719,   note  5, 

quoting   with   approval   Orfield,   Criminal   Procedure   from 

Arrest  to  Appeal   (1947)  at  300. 
^^Ibid.  quoting  4  Blackstone,  Commentaries  at  *329. 
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conceptions  entertained  when  ho  first  pleaded.  On 
this  very  basis  another  court,  demonstrating^  that 
liberality  of  discretion  whicli  ])ervades  treatment  of 
this  subject  by  the  federal  judiciary,  allowed  with- 
drawal of  plea  after  sentence,  saying  :^^ 

If  the  defendant  had  that  bona  fide  belief  in  his 
mind  and  if  that  l)elief  was  a  controlling  factor 
in  causing  him  to  enter  a  plea  of  guilty,  the  court 
has  to  take  that  belief  into  consideration,  irre- 
spective of  the  kind  of  information  upon  which 
it  was  founded.  In  any  event,  my  conscience  will 
not  permit  me  to  be  a  party  to  sending  a  man 
to  the  penitentiary  upon  a  plea  of  guilty  when 
he  insists  that  he  did  not  commit  the  acts  con- 
stituting guilt. 

That  rationale,  applied  to  th(^  circumstances  here 
disclosed,  should  have  moved  the  discretion  of  the 
court  below  to  permit  withdrawal  of  aj)pe]lant's  plea 
of  guilty. 


CONCLUSION.  '^ 

For  the  foregoing  reasons,  we  submit  that  the  order 
and  judgment  appealed  from  should  l)e  revealed,  the 
sentence  imposed  u])on  a])i)ellant  vacated,  and  this 
cause  remanded  to  the  District  (\)Ui*t  for  the  District 
of  Hawaii  with  directions  to  allow  appc^llant  to  with- 


•■^^Bakei',  District  Judge,  quoted  by  the  Circuit  Court  in  Vnited 
Stales  V.  Lias,  supra  note  lo,  173  F.  (2d)  at  687. 


26 

draw  his  plea  of  guilty  and  to  enter  a  plea  of  not 
guilty  therein. 

Dated,  Honolulu,  Hawaii, 
October  27, 1950. 

Respectfully  submitted, 

J.  Garner  Anthony, 
Robert  E.  Brown, 

Counsel  for  Appellant. 

Robertson,  Castle  &  Anthony, 
Peter  A.  Lee, 
Of  Counsel, 
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No.  12,620 

IN  THE 

United  States  Court  of  Appeals 
For  the  Ninth  Circuit 


Alfred  V.  Goo, 

Appellant, 

vs. 

United  States  of  America, 

Appellee. 


Appeal  from  the  United  States  District  Court 
for  the  District  of  Hawaii. 

BRIEF  FOR  APPELLEE. 


OPINION  BELOW. 
The  memorandum  order  of  the  District  Court  de- 
nying appellant's  motion  to  withdraw  his  plea  of  guilty 
is  reported  in  10,   Federal   Rules  Decisions  at  ])age 
333  and  also  appears  on  pages  18-29  of  the  record. 


JURISDICTION. 
Section  3231  of  ^ritlc  18,  United  States  CV)dc%  con- 
fers jurisdiction  upon  the  Court  below;  and  this  (\»urt 
has    jurisdiction    under    Sections    1291    and    1294    ol' 
Title  28,  United  States  Code. 


STATEMENT  OF  THE  CASE. 

The  history  of  this  case  has  been  accurately  related 
by  the  Honorable  J.  Frank  McLaughlin,  Judge,  United 
States  District  Court  for  the  District  of  Hawaii,  in  his 
memorandum  ruling  denying  the  appellant's  motion 
to  change  his  plea.  That  ruling,  which  was  recorded  in 
10,  Federal  Rules  Decisions  at  page  333,  and  appears 
in  the  record  on  pages  18-29,  is  quoted  herein  with  the 
addition  of  references  to  pertinent  portions  of  the 
record,  as  the  appellee's  statement  of  the  case  (the 
appellant  is  referred  to  as  the  defendant  throughout 
the  ruling)  : 

(Title  of  District  Court  and  Cause.) 

MEMORANDUM  RULING  UPON  MOTION 

FOR  CHANGE  OF  PLEA,  RULE  32, 

F.R.CR.P. 

On  February  9,  1950,  the  defendant,  repre- 
sented by  two  attorneys,  Harry  Hewitt,  Esq.,  and 
John  Alexander,  Esq.,  of  the  firm  of  Hewitt  & 
Alexander,  appeared  in  Court,  and  when  the  Gov- 
ernment aimounced  its  desire  to  file  three  felony 
charges  against  the  defendant  in  the  form  of  an 
information  (R.  39)  the  defendant  waived  his 
constitutional  right  and  consented  to  the  filing  of 
the  charges  in  that  form  (R.  39,  40). 

Immediately  thereafter  defense  counsel  in- 
formed the  Court  that  the  defendant  waived  read- 
ing of  the  information,  and  was  ready  to  plead 
(R.  40).  As  will  appear  infra,  the  defendant  and 
his  attorneys  had  had  for  some  time  in  advance 
a  copy  of  the  information  (R.  144).  Thereupon 
the  defendant  arose  and  when  asked  by  the  pre- 
siding judge  regarding  his  plea  as  to  each  count, 


the  defendant  replied  as  to  each  count  that  he  was 
guilty  (R.  40). 

The  three  pleas  were  recorded  and  the  defend- 
ant adjudged  guilty  on  each  charge  (R.  32,  40). 

The  Court  then  called  upon  the  Government  for 
a  statement  of  the  facts,  after  which  it  gave  the 
defendant  an  opportunity  to  be  heard.  Through 
his  attorney,  the  defendant  stated  he  had  no  ex- 
cuses or  explanations  to  oft'er.  The  defendant  him- 
self remained  silent  (R.  41-55). 

A  pre-sentence  investigation  was  ordered  by  the 
Court,  the  due  date  of  w^hich  was  set  as  February 
20,  1950  (R.  53).  At  the  same  time  the  Court 
stated  that  the  defendant  might  do  well  to  con- 
sider during  the  interval  the  matter  of  discharg- 
ing his  civil  liability  (R.  52-53).  The  Court  ad- 
monished the  defendant,  however,  that  it  should 
be  recognized  that  this  judge  usually  sent  tax 
dodgers  to  prison  (R.  47)  and  that  payment  of 
the  taxes  and  penalties  on  the  civil  side  was  not 
to  be  taken  as  an  assurance  that  the  defendant 
would  not  be  sentenced  to  prison  (R.  52,  53).  The 
defense  represented  that  it  would,  pending  the 
arrival  of  the  date  set  for  sentence,  look  into  the 
civil  tax  aspects  of  the  case  (R.  55). 

Within  a  few  days,  the  defendant  in  person, 
without  either  of  his  attorneys,  appeared  in  this 
Judge's  chambers  desirous  of  seeing  the  Judge 
about  his  case.  His  request  was  refused.  Still  a 
bit  later  the  Court  received  a  telephone  call  from 
a  friend  who  had  been  requested  to  see  if  he 
could  intercede  in  the  defendant's  behalf.  The 
Court  refused  to  listen  (R.  57). 

Within  a  day  or  so  the  defendant  discharged 
his  attorneys,  and  they  were  excused  by  the  Court. 


The  Court  was  then  notified  that  Attorney  Peter 
Lee  and  Attorney  Garner  Anthony,  of  the  fiiTQ  of 
Robertson,  Castle  &  Anthony,  would  enter  ap- 
pearances for  the  defendant,  and  the  Court  con- 
sented to  the  new  attorneys'  assuming  the  respon- 
sibility for  defendant's  presence  in  Court  on  the 
date  scheduled  for  sentence  (R.  7-8). 

On  that  date,  February  20,  1950,  the  new  at- 
torneys appeared  in  Court  with  the  defendant  and 
requested  (1)  that  the  defendant  be  allow^ed  to 
withdrew  his  pleas  and  (2)  that  since  the  attor- 
neys had  only  recently  been  called  into  the  case, 
time  to  check  into  the  matter  of  the  defendant's 
civil  liability  (R.  55).  The  first  request  was  de- 
nied (R.  60),  while  the  second  was  granted  to 
March  13,  1950  (R.  59),  and  the  prior  admonition 
of  the  Court  as  to  its  customary  type  of  sentence 
in  a  tax  case  was  repeated  (R.  57). 

Before  the  arrival  of  the  new  date  for  sentence, 
the  defendant,  acting  through  his  attorney,  Alfred 
L.  Castle,  represented  that  it  was  essential  that 
more  time  be  granted  as  the  civil  liability  question 
required  that  the  defendant  employ  an  accountant 
to  make  an  audit,  especially  since  the  Government 
had  lost  some  of  defendant's  canceled  checks.  The 
United  States  Attorney  consenting,  more  time 
was  granted  to  March  27,  1950  (R.  16). 

Near  the  expiration  of  this  third  period  of  time 
to  consider  payment  of  the  civil  liability.  Attor- 
neys Anthony  and  Lee  represented  that  there  had 
been  turned  up  a  $23,000  carry  back  item  of  loss 
which  might  result  in  there  being  no  tax  for  the 
years  1946  and  possibly  1945  and  1944,  but  that 
the  Government  would  not  accept  it;  hence  more 
time  was  again  needed.  Having  from  the  outset 


directed  the  Government  to  cooperate  with  the  de- 
fendant if  he  was  disposed  to  settle  his  civil  lia- 
bility, the  Court  stated  it  would  grant  more  time 
if  the  Government  agreed.  Assistant  United 
States  Attorney  Ingman,  acting  in  the  absence  of 
Assistant  Hoddick  who  handled  the  case,  said  he 
would  confer  with  the  Internal  Revenue  people 
and  report.  This  he  did,  reporting  that  there  was 
no  sense  to  granting  still  more  time,  and  its  rea- 
sons relating  to  the  $23,000  matter,  and  others, 
would  gladly  be  recited  at  a  conference  with  de- 
fendant's counsel. 

The  Court  directed  that  defendant's  counsel 
Ajithony  be  telephoned  and  notified  of  the  Gov- 
erimient's  report.  This  was  done  by  Assistant 
United  States  Attorney  Richardson,  to  whom  Mr. 
Ajithony  abruptly  stated  that  there  was  no  point 
to  a  conference  to  hear  the  Goverimient's  reasons, 
and  that  therefore  he  would  proceed  to  file  a  mo- 
tion. 

The  motion  turned  out  to  be  the  one  now  under 
consideration,  a  motion  to  withdraw  the  pleas  of 
guilty  and  to  plead  anew  as  not  guilty.  The  mo- 
tion was  accompanied  by  an  af&davit  of  the  de- 
fendant, Attorney  Castle,  the  defendant's  account- 
ant, and  Attorney  Anthony  (R.  9-15). 

The  date  for  hearing  the  motion  was  twice 
changed  for  cause,  first  at  the  Govermnent's  re- 
quest and  then  at  Attorney  Anthony's  request. 

Finally,  the  motion  came  on  for  hearing  on 
May  16  (R.  61). 

Though  on  February  20  an  uial  motion  of  like 
nature  had  been  demed  (R.  60),  the  proportions 
of  this  formal  motion  dictated  that  the  matter  be 
considered  again. 
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The  defendant  first  aigned  that  nnder  Rule  32, 
Federal  Rules  of  Criminal  Procedure,  the  motion 
must  be  granted  as  a  matter  of  right.  This  the 
Court  denied,  holding  that  disposition  of  the 
matter  rested  in  the  area  of  judicial  discretion. 
United  States  v.  Searle,  180  F.  2d  209  (CCA. 
7,  1950).  See  generally  Taylor  v.  United  States, 
179  F.  2d  640  (CCA.  9,  1950),  and  especially  the 
second  petition  for  rehearing.  No.  12,453  decided 
May  23,  1950,  by  the  United  States  Court  of  Ap- 
peals for  the  Ninth  Circuit. 

Next  it  was  contended  the  four  affidavits  should 
move  the  Court  to  grant  the  motion. 

The  Court  pointed  out  that  the  only  relevant 
affidavit  was  the  defendant's,  and  that  stated  only 
conclusions.  A  recess  was  taken  to  allow  the  de- 
fendant to  decide  if  he  wished  to  submit  evidence 
in  support  of  his  factual  conclusions  (R.  78,  79). 

After  the  recess  the  defendant  took  the  witness 
stand.  He  testified  on  direct  examination  that  he 
had  employed  Hewitt  &  Alexander  after  receiv- 
ing a  letter  from  the  Department  of  Justice.  This 
he  said  was  but  a  few^  days  before  pleading  on 
February  9  (R.  81,  82).  He  further  said  that  he 
talked  to  Hewitt  several  times  about  his  plea  and 
the  amount  of  the  tax  stated  in  the  information 
(this,  of  course,  was  before  it  was  filed  in  Court), 
and  that  Hewitt  told  him,  -  *  *  *  j  am  guilty  even 
if  I  owed  them  $1,  I  am  guilty  just  the  same,  so 
it  is  best  to  plead  guilty;"  (R.  82)  that  Hewitt 
never  talked  to  defendant's  bookkeeper,  nor  did 
he  recommend  hiring  an  accountant,  and  made  no 
investigation  prior  to  the  date  defendant  plead 
guilty  (R.  83,  95).  The  defendant  said  he  had 
never  been  in  Court  before;  that  Hewitt  said  the 
information   stated  all  the   taxes   he   owed — but 


after  the  plea  said  he  owed  more  than  that  (civil 
liability)  (R.  84).  Goo  said  Hewitt  advised  him 
to  plead  guilty,  as  he  said,  ''I  have  no  other 
alternative  ])ut  plead  guilty"  and  that  if  he 
argued  about  entering  "a  plea"  the  Court,  ''*  *  * 
he  says  he  put  me  a  long-term  sentence  *  *  *  the 
best  for  me  to  do  is  keep  my  mouth  shut,  not  to 
say  anything."  (R.  85,  87).  The  defendant  added 
that  after  plea,  his  accountants  had  discovered 
errors  made  by  the  United  States,  especially  a 
$23,000  item  of  which  he  was  ignorant  when  he 
plead  guilty ;  that  Hewitt  said  that  could  be  taken 
up  with  the  Internal  Revenue  (R.  85,  86).  Goo 
restated  that  he  plead  guilty  because  "Mr.  Hewitt 
told  me  to  plead  guilty  in  this  case."  (R.  87). 
When  asked  the  basis  of  his  **fear,  ignorance  and 
confusion"  stated  in  his  affidavit.  Goo  said,  ''Well, 
according  to  my  attorney  told  me  that  it  is  best 
for  me  to  i)lead  guilty  rather  than  saying  any- 
thing at  all.  if  I  do,  why  I  going  to  be  sentenced 
to  a  long-term  prison."  So  he  decided  to  follow 
his  advice  (R.  87). 

Upon  cross-examination  Goo  admitted  that  he 
received  the  Department  of  Justice  tax  letter  in 
January,  employed  Hewitt  &  Alexander  (R.  88) 
and  took  advantage  January  19  of  the  hearing 
which  the  Government  offered  (R.  92-93).  At  the 
administrative  hearing,  defendant  and  his  counsel 
were  present,  were  given  an  opportunity  to  exam- 
ine Goo's  records  which  were  in  the  Government's 
custody,  and  did  so,  the  invitation  to  inspect  them 
being  one  which  continued  even  after  the  hearing 
(R.  95,  143,  159,  IbO,  169).  When  asked  if  after 
the  administrative  hearing  and  at  a  conference  in 
the  United  States  Attorney's  office  Hewitt  had 
not  explained  to  Goo  the  difference  between  crim- 
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inal  and  ci\dl  tax  liability,  and  if  he  did  not  re- 
call the  Government  then  and  there  telling  him 
his  civil  liability  was  ])etween  thirty-five  and 
forty  thousand  dollars,  the  defendant  testified, 
^^No,  I  don't.  *  *  *  I  don't  remember  that,  but  1 
asked,  *  *  *  ^Is  that  all  the  amomit  owing  in  the 
affidavit  ?,'  he  say 'Yes,  it  is  plainly  written  there'  '' 
(R.  97).  He  again  denied  remembering  being 
told  by  the  Government  the  amount  of  his  civil 
liability  (R.  97).  Asked  if  his  ^'fear^'  did  arise 
after  he  heard  the  Court's  statement  after  he  had 
plead  guilty,  Goo  said — twice  breaking  into  the 
question,  '^  Before  that.  *  *  *  Before  that.  *  *  * 
No,  the  fear  was  before  that  when  Attorney 
Hewitt  told  me  best  for  me  to  plead  guilty.  I 
told  him,  'That  is  not  the  amount  I  am  owing, 
$7,400  or  $7,500.  He  told  me  even  if  I  am  owing 
one  dollar,  I  am  guilty  just  the  same,  so  it  is  best 
not  to  argue  about  it,  that  is,  to  keep  my  mouth 
shut'  "  (R.  98).  Goo  also  denied  remembering  a 
second  conference  with  his  attorneys  and  Govern- 
ment counsel  before  the  information  was  filed,  at 
which  again  civil  liability  was  distinguished  from 
criminal,  and  he  further  denied  remembering  that 
at  said  conference  his  assets  were  listed  to  see  if 
he  could  pay  his  civil  liability  (R.  98,  99).  Goo 
claimed  such  occurred  after  his  pleas,  and  after 
he  discharged  Hewitt  &  Alexander  and  employed 
new  attorneys. 

The  defense  thereupon  rested,  and  the  Govern- 
ment called  in  opposition  subpoenaed  witness  At- 
torney Harry  Hewitt.  The  defendant  promptly 
claimed  that  Attorney  Hewitt  could  not  testify 
because  the  defendant  claimed  the  attorney-client 
privilege  and  had  not  waived  it  by  himself  testi- 
fying (R.  103-131). 
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The  Government,  relying  upon  Hunt  v.  Black- 
burn, 128  U.S.  464  (1888),  submitted  (1)  that 
the  defendant  waived  his  privilee^e  by  filing  the 
motion  charging  his  former  attorneys  with  un- 
professional conduct,  and  (2)  clearly  by  testify- 
ing. 

After  due  consideration  of  the  tense  point,  the 
Court,  citing  Cooper  v.  United  States,  5  F.  2d 
824  (CCA.  6,  1925),  ruled  (1)  it  was  not  satis- 
fied that  the  defendant's  affidavit  explicitly  or 
clearly  charged  Hewitt  and  Alexander  with  un- 
professional conduct,  but  (2)  he  did  so  in  his 
testimony  and  (3)  had  also  waived  the  privilege 
by  putting  in  issue  the  exact  nature  of  his  former 
attorney's  advice  (R.  130,  131). 

Accordingly,  holding  that  the  defendant  by  his 
testimony  had  waived  his  privilege,  the  Court  al- 
lowed Hewitt  to  testify  as  to,  and  only  as  to,  the 
advice  he  had  given  the  defendant,  excluding  any 
facts  coming  to  his  knowledge  from  the  defendant 
under  the  attorney-client  relationship  (R.  131, 
138). 

Attorney  Hewitt  testified  that  he  had  practiced 
law  for  thirty  years,  had  had  some  tax  law  ex- 
perience, and  had  been  hired  by  Goo  when  the 
defendant  received  the  Department  of  Justice 
letter  in  January,  that  an  administrative  hearing 
with  the  tax  officials  was  had,  with  the  defendant 
and  his  bookkeeper  present,  and  they  had  an  op- 
portunity to  examine  defendant's  books  (R.  140- 
142).  Hewitt  testified  that  after  the  hearing,  at 
Hewitt's  of&ce,  with  Attorney  Alexander  present, 
he  said  to  Goo,  "Alfred,  how  are  you  going  to 
explain  all  of  tliat^,"  whereupon  the  defendant 
threw  up  his  hands  and  said,  "It  is  no  use.  1 
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might  as  well  give  up.''  Hewitt  stated  he  then 
asked  the  defendant,  ^^Do  you  mean  plead 
guilty?/'  to  which  Goo  said,  ^^Yes/'  (R.  143, 
144).  That  occurred  January  20,  and  at  no  time 
thereafter  did  Goo  indicate  that  he  had  changed 
his  mind  about  what  he  should  do;  indeed,  *4t 
never  was  discussed  again,  that  is,  in  the  way  of 
any  doubt  in  his  mind  as  to  what  he  should  do.'' 
(R.  144).  Hewitt  stated  that  the  Government  gave 
him  an  advance  copy  of  the  information  on  Feb- 
ruary 6,  which  he  at  once  gave  to  Goo,  who  asked 
to  take  it  overnight  and  to  discuss  it  with  his 
bookkeeper;  that  when  Goo  brought  it  back  he 
was  asked  if  he  had  any  complaint  as  to  it,  or 
if  he  had  any  defense  to  it,  to  which  he  said, 
^*No."  (R.  144).  Hewitt  also  testified  that  prior  to 
plea  there  was  a  discussion  of  Goo's  civil  liabil- 
ity, that  Goo  when  told  at  the  conference  that 
it  was  thirty-five  to  forty  thousand  dollars  did 
object  that  it  couldn't  be  so  high  and  that  then 
and  there  Hewitt  broke  it  down  for  him  into  tax 
and  penalty  and  interest  for  the  three  years  in- 
volved, and  that  Goo's  assets  were  counted  up  to 
see  if  he  could  pay  the  civil  bill  (R.  147,  148). 
Hewitt  denied  ever  telling  Goo  that  if  he  argued 
about  pleading  he  would  get  a  long  sentence  (R. 
148). 

Upon  cross-examination  Hewitt  was  not  exam- 
ined as  to  his  direct  testimony,  but  an  endeavor 
was  made  to  reveal  that  Hewitt  talked  to  the 
Government  about  this  motion,  before  its  hearing, 
without  Goo  having  released  him  from  the  bond 
of  the  client's  privilege.  Hewitt  took  the  position 
that  the  affidavits  annexed  to  the  motion  charged 
him  with  unprofessional  conduct,  and  hence  the 
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mere  filing  of  such  by  Goo  was  a  waiver  of  the 
privilege  (R.  150-155). 

A  similar  situation  arose  when  subpoenaed  wit- 
ness Alexander  was  called  to  testify.  The  Court 
ruled  the  same  way,  and  xVlexander  also  testified 
(R.  157).  Although  an  endeavor  was  made  by  way 
of  argument  to  claim  Alexander  contradicted 
Hewitt,  the  argument  finds  no  support  in  the  rec- 
ord unless  one  j^urposely  chooses  to  ignore  the 
time  factor  or  the  substance  of  the  testimony  of 
each.  Alexander  w^as  asked  l)y  Government  coun- 
sel if  he  or  Hewitt  recommended  to  the  defendant 
that  he  should  enter  a  plea  of  guilty.  Alexander 
answered,  ''We  did,  but  if  I  may —  *  *  *  The 
circumstances  were  made  after  we  had  on  several 
occasions  attempted  to  elicit  from  the  defendant 
an  explanation  of  certain  matters  which  appeared 
to  us  to  be  extremely  condemning  and  extremely 
serious  and  he  had  refused,  or  failed  to  produce 
the  names  of  witnesses  or  any  evidence  which 
would  enable  us  to  defend  him  on  charges.''  (R. 
161.)  Asked  if  the  defendant  said  anything  about 
pleading,  Alexander  said,  '*!  don't  recall  his  exact 
statement  at  any  time,  other  than  1  do  recall  his 
saying  some  words  to  the  effect  of:  Well,  what  is 
the  use?  Or  words  to  that  eft'ect."  (R.  161.)  Alex- 
ander also  denied  ever  telling  Goo  to  keep  his 
mouth  shut  else  he  might  go  to  prison  for  a  long 
term,  and  in  sum  clearly  described  the  situation 
as  had  Hewitt,  especially  as  to  Goo's  knowing  the 
difference  between  his  criminal  and  civil  tax  lia- 
bility (R.  162,  163). 

William  J.  Dolierty  of  the  Internal  Revenue 
Intelligence  Unit  testified  corroborating  Hewitt 
and  Alexander  as  to  details  of  the  administrative 
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hearing  and  conferences  attended  by  the  defend- 
ant (R.  167-173). 

The  defendant  presented  no  rebuttal. 

Thereupon  the  parties  argued  the  motion. 
During  the  argument  the  Court  pointed  out  to 
defense  counsel  that  the  motion  would  have  at 
least  ^^smelled  sweeter''  if  defendant  had  not 
endeavored  to  talk  to  the  Court  (supra)  or  had 
not  had  a  person  try  to  intercede  with  the  Judge 
for  him  (supra)  (R.  186). 

At  the  end  of  the  argument,  passing  over  much 
that  might  have  been  said,  the  Court  announced 
its  ruling  that  the  defendant  had  provided  no 
basis  upon  which  the  Court  could  exercise  its 
discretion  in  favor  of  the  motion ;  therefore  it  was 
denied.  June  1  was  set  for  sentence,  and  the  mat- 
ter of  the  civil  liability  referred  to  again  in  the 
same  language  as  had  been  used  twice  before — 
save  that  June  1  was  fixed  as  the  final  date  (R. 
193-195). 

In  addition  to  the  discrepancies  in  the  appellant's 
testimony  noted  by  the  District  Court,  this  Court's 
attention  is  called  to  the  fact  that  when  queried  by 
his  attorney  as  to  whether  he  understood  the  difference 
between  criminal  and  civil  liability,  the  appellant  said 
'^No''.  Immediately  afterward,  when  asked  by  the 
attorney  for  the  govermnent  if  he  understood  the 
difference  between  criminal  and  civil  liability,  the  ap- 
pellant said  ''Yes,  I  mider stand  now.'' 

It  is  further  to  be  noted  that  the  appellant  was  in 
no  way  induced  by  promises  of  leniency  to  enter  a 
plea  of  guilty  (R.  148)  nor  has  the  appellant  alleged 
that  any  such  promise  was  made. 
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Judgment  and  sentence  were  entered  in  this  matter 
on  June  1,  1950.  Appellant  was  sentenced  on  each  of 
the  three  counts  contained  in  the  indictment  to  pay  a 
fine  of  $1,000.00,  plus  costs,  and  was  committed  to  the 
custody  of  the  Attorney  General  for  periods  of  2 
years  as  to  Count  I,  2  years  as  to  Count  II  and  2 
years  as  to  Count  III,  Counts  II  and  III  to  run  con- 
currently (R.  30,  31,  196). 


SUMMARY  OF  ARGUMENT. 

Two  questions  have  been  presented  by  the  appel- 
lant in  this  appeal: 

1.  Under  Rule  32(d)  of  the  Rules  of  Criminal 
Prodecure  for  the  District  Courts  of  the  United 
States,  can  a  defendant  withdraw  a  plea  of  guilty  be- 
fore sentence,  as  a  matter  of  right? 

2.  In  the  instant  case  did  the  District  Court  abuse 
its  discretion  by  denying  the  appellant's  motion  to 
withdraw  his  plea  of  guilty  ? 

It  is  respectfully  submitted  that  the  answer  to  each 
of  these  questions  is  ''No". 


ARGUMENT. 

I.      DEFENDANT  IS  NOT  ENTITLED  TO  WITHDRAW  HIS  PLEA 
OF  GUILTY  PRIOR  TO  SENTENCE  AS  A  MATTER  OF  RIGHT. 

The  Act  of  March  8,  1934,  Ch.  49,  48  Stat.  399,  which 
authorized  the  Supreme  Court  of  the  United  States 
to  prescribe  rules  of  criminal  procedure  for  the  Dis- 
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trict  Courts  of  the  United  States  provided  in  jjart  as 

follows : 

That  the  Supreme  Court  of  the  United  States 
shall  have  the  power  to  prescribe,  from  time  to 
time,  rules  of  practice  and  procedure  with  respect 
to  any  or  all  proceedings  after  verdict,  or  finding 
of  guilt  by  the  court  if  a  jury  has  been  waived, 
or  plea  of  guilty,  in  criminal  cases  in  district 
courts  of  the  United  States,  including  the  District 
Courts  of  Alaska,  Hawaii,  Puerto  Rico,  Canal 
Zone,  and  Virgin  Islands,  in  the  Supreme  Courts 
of  the  District  of  Columbia,  Hawaii,  and  Puerto 
Rico,  in  the  United  States  Court  for  China,  in  the 
United  States  Circuit  Courts  of  Appeals,  in  the 
Court  of  Appeals  of  the  District  of  Columbia, 
and  in  the  Supreme  Couii;  of  the  United  States: 
Provided,  That  nothing  herein  contained  shall  be 
construed  to  give  the  Supreme  Court  the  power 
to  abridge  the  right  of  the  accused  to  apply  for 
withdrawal  of  a  plea  of  guilty,  if  such  applica- 
tion be  made  within  ten  days  after  entry  of  such 
plea,  and  before  sentence  is  imposed. 

Pursuant  to  the  provisions  of  the  Act  of  March  8, 
1934,  the  Supreme  Court  prescribed  rules  of  criminal 
procedure  for  the  District  Courts  of  the  United  States 
which  are  found  at  292  U.S.  661.  Rule  11(4)  provided 
that: 

A  motion  to  withdraw  a  plea  of  guilty  shall  be 
made  within  ten  (10)  days  after  entry  of  such 
plea  and  before  sentence  is  imposed. 

This  rule  remained  in  effect  until  March  21,  1946,  the 
effective  date  of  the  new  Federal  Rules  of  Criminal 
Procedure  for  the  District  Courts  of  the  United 
States. 
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The  courts  uniformly  held  that  a  motion  to  with- 
draw a  plea  of  guilty,  brought  under  Rule  11(4),  was 
addressed  to  the  sound  discretion  of  the  Court. 
United  States  v.  Denniston,  89  F.(2d)  696  (1937—2 
CCA.)  certiorari  denied  301  U.S.  709;  Fcmisworth 
V.  Zerbst,  98  F.(2d)  541,  543  (1938—5  CCA.); 
Ward  r.  United  States,  116  F.(2d)  135  (1940—6 
CCA.);  United  States  r.  Fo.r,  130  F.(2d)  56  (1942 
— 8  CCA.)  certiorari  denied  317  U.S.  666;  Farriucj- 
ton  V.  King,  128  F.(2d)  785,  787  (1942—8  CCA.); 
United  States  v,  Colonna,  142  F.(2d)  210,  211  (1944 
—3  CCA.);  Berge)!  r.  United  States,  145  F.(2d) 
181,  186  (1944—8  CCA.);  Swift  t\  United  States, 
148  F.(2d)  361,  362  (1945- App.  1).(\);  United 
States  V.  Miejnogno,  157  F.(2d)  839  (1946—2  C^CA.). 
certiorari  denied  330  U.S.  830. 

As  pointed  out  by  the  Appellant  in  his  brief,  pages 
6  and  7,  the  reciuircment  under  Rule  11(4)  tliat  a 
motion  to  withdraw  a  j)lea  of  uuilty  Iiad  to  bo  made 
within  certain  time,  was  ,uiven  jui'isdictioiial  effect  by 
the  courts.  Cooke  v,  Sivope,  109  F.(2d)  955  (1940— 
9  CCA.);  United  States  v,  AcJitner,  144  F.(2d)  49 
(1944_2  C(\A.).  It  is  apparent  tbat  Rule  11(4) 
could  frequently  ](*snlt  in  severe  injustice  to  a  de- 
fendant, ])ai'ticnlarly  wJicn  iK^wly  discovered  (evi- 
dence was  turned  u])  after  the  d(^f(Mi(lant  had  bcM'U 
sentenced,  or  more  than  ten  days  i\\'\vv  hv  had  entered 
his  plea.  Having  given  the  time  limit  set  forth  in  the 
rule  jurisdictional  weight,  a  court  could  not  entei- 
tain  a  motion  to  withdraw  tlu^  j)lea  if  n(>t  timely 
filed  and  tliere  was  some  doubt  as  to  whether  such  a 
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situation  could  be  remedied  by  the  filing  of  a  peti- 
tion for  a  writ  of  error  coram  nobis.  In  this  connec- 
tion see  United  States  v.  Norstrand  Corporation  et 
al,  168  F.(2d)  481,  482  (1948—2  C.C.A.).  Com- 
ments on  the  harshness  of  the  old  rule,  directed  pri- 
marily to  the  fact  that  the  rule  deprived  a  Court  of 
jurisdiction  to  correct  a  manifest  injustice  unless 
that  injustice  were  called  to  the  attention  of  the 
Court  within  the  period  of  time  s])ecified  in  the  rule, 
are  found  in  the  following'  cases  and  articles:  United 
States  V,  Achtner,  supra,  page  52;  Swift  v.  United 
States,  .supra,  page  362 ;  Von  Moltke  v.  Gillies,  161  F. 
(2d)  113,  116  (1947—6  CCA.)  rev'd  332  U.S.  708; 
'* Improving  Procedure  on  Jftdgment  and  Appeal  in 
Federal  Criminal  Cases/^  Lester  B.  Orfield,  2  F.R.I). 
573,  577  (1942);  Federal  Rules  of  Criminal  Pro- 
cedure ivith  Notes  and  Proceedings,  New  York  Uni- 
versity School  of  Law,  1946,  p.  227. 

Congress  in  the  Act  of  June  29,  1940,  Chapter  445, 
54  Stat.  688,  18  U.S.C.  Sec.  687,  authorized  the  Su- 
preme Court  of  the  United  States  to  prescribe  rules 
of  criminal  procedure  for  the  District  Courts  of  the 
United  States.  The  proviso  contained  in  the  Act  of 
March  8,  1934,  ''  .  .  .  that  nothing  herein  contained 
shall  be  construed  to  give  the  Supreme  Court  the 
power  to  abridge  the  right  of  the  accused  to  apply  for 
withdrawal  of  a  plea  of  guilty,  if  such  application 
be  made  within  ten  days  after  entry  of  such  plea, 
and  before  sentence  is  imposed"  was  omitted  from 
the  Act  of  June  29,  1940.  In  Rule  32(d)  of  the  new- 
Federal  Rules  of  Ci'iminal  Procedure,  which  became 
effective  on  March  21,  1946,  it  is  provided  that: 
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A  motion  to  witlulraw  a  plea  of  .guilty  of  or 
nolo  contendere  may  be  made  only  before  sen- 
tence is  imposed  oi*  imposition  of  sentence  is 
suspended;  but  to  coiTect  manifest  injustice  the 
Court  after  sentence  may  set  aside  the  judg- 
ment of  conviction  and  i)ermit  the  defVndant  to 
withdraw  his  plea. 

The  Api)ellant  has  endeavored  to  work  out  tlirough 
a  comparison  of  Rule  11(4)  of  the  old  Rules  of 
Criminal  Procedure  and  Rule  :]2(d)  of  the  New 
Rules  of  Criminal  Procedure  a  tortuous  theory  that 
under  Rule  32(d)  a  defendant  may  withdraw  a  plea 
of  guilty  as  a  matter  oC  right  at  any  time  prior  to 
sentence  (Appellant's  P)rief,  p.  (S,  et  schj.).  To  do 
this,  he  refers  to  the  followinu"  (flotation  fi'om  an 
address  given  by  Professor  Lester  T>.  Orfield  on 
August  2."),  1942,  2  P\R.D.  573,  577 : 

*  *  *  The  present  Rule  11(4)  })rovi(l(>s  that  a 
motion  to  withdraw  a  pl(\a  of  guilty  must  b(^ 
made  within  ten  days  ni'tw  n\tvy  of  such  ph^a. 
Is  not  this  an  undue  hardshij)  on  the  defendant, 
and  should  we  not  ado])t  the  I'ule  now  prevalent 
in  many  stat(\s  which  permits  withdrawal  of  the 
plea  at  any  time  before  sentence? 

The  following  note  accompanies  that  statement  and 
query : 

Sec.  230  of  tiie  American  Law  Institute  Code 
of  Criminal  Proceduie  (1930)  goes  even  further 
and  permits  setting  aside  of  a  judgment  so  that 
the  ])lea  may  be  withdrawn. 

The  Appellant  jjoints  ont  that  several  conrts  had 
commented   upon    the    harshne^s   of    l\ule   J  1(1)    and 
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noted  that  the  Advisory  ('ommittee  on  Rules  of 
Criminal  Procedure,  of  which  Professor  Orfield  was 
a  member,  had  recommended  a  substantially  more 
liberal  rule.  The  Appellee  does  not  contend  that  Rule 
32(d)  is  not  more  liberal  than  the  old  rule,  11(4), 
but  it  is  apparent  that  the  increased  liberality  ex- 
tends only  to  the  time  within  which  a  defendant  may 
apply  for  leave  to  withdraw  his  guilty  plea  and  does 
not  deprive  the  Oourt  of  its  discretion  in  the  matter 
before  sentence. 

If  the  advisory  Committee  on  Rules  of  Criminal 
l^rocedure  or  the  Supreme  Court  had  intended  to 
give  a  defendant  the  right  to  withdraw  his  plea  of 
guilty  at  any  time  prior  to  sentence^,  they  certainly 
would  have  used  language  which  more  clearly  ex- 
pressed that  intent,  it  would  have  been  a  simple  mat- 
ter to  have  phrased  the  rule  thusly: 

A  plea  of  guilty  or  of  uolo  contendere  may  be 
withdrawn  at  any  time  before  sentence  is  im- 
posed or  imposition  of  sentence  is  suspended, 
and  to  correct  manifest  injustice  the  Court,  after 
sentence,  may  set  aside  the  judgment  of  convic- 
tion and  on  proper  motion  permit  the  defendant 
to  withdraw  his  plea. 

As  a  matter  of  fact,  Rule  32(d)  as  pronuilgated 
by  the  Supreme  Coui-t  is  identical  with  the  rule  pro- 
posed by  the  Advisory  Committee,  Rule  34(d)  found 
in  the  Second  Preliminary  Draft  of  Rules  of  Crim- 
inal  Procedure.'     In  the  note  to   Rule  34(d)    oT  the 


^Federal  Rules  of  Criminal  Procedure,  Secorid  Prelhrnnary 
Draft,  Febniarv  1944.  ILS.  Oovcrmcnt  Printini?  Office,  AVashing- 
ton,  D.C. 
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Second  Preliminary  Draft  of  Rules  of  d-iminal  Pro- 
cedure, reference  is  made  to  the  fact  tliat  "Numerous 
states  permit  a  ])lea  of  ouilty  to  be  withdrawn  and 
other  pleas  to  be  substituted  at  any  time  before  Judg- 
ment. See,  e.g.,  Iowa  Code  (1939)  §13803;  Minn. 
Stat.  (1941)  §(530.29;  Wasli.  Kov.  Stat.  Ann.  (Rem- 
ington, 1932)  §2111.'' 

Judge  Holtzoff  in  discussing-  Kulc  32(d)  of  the 
new  Federal  Rules  of  Criminal  Procedure,  made  tlie 
follo^^^ng  statement  on  Fel)ruary  16,  1946:  ^Tndei' 
the  present  rules  (Rule  11(4)  of  tlie  old  rules)  there 
is  a  time  limitation  on  motions  to  withdraw  a  ])lea  of 
guilty.  We  have  substituted  the  rule  that  at  any  time 
prior  to  sentence,  the  Court  af  its  discretion  may 
grant  such  ])ermission,  and  even  after  sentence,  in 
extreme  cases,  it  may  do  so."-   (p]m])hasis  supplied.) 

It  is  a])i)arent  from  tlie  foregoing  that  wliiU*  Pro- 
fessor Orfield  desired  that  the  nc^w  rules  should  grant 
a  defendant  the  I'ight  to  withdraw  a  ])lea  of  guilty  at 
any  time  prior  to  sentence,  his  recommendation  was 
neither  adopted  by  tlie  Advisoiy  Committee  noi*  by 
the  Supreme  Court.  Jn  this  connection,  it  is  to  be 
noted  that  J^rofessor  Orfield's  statement  and  (|U(M-y 
quoted  above  was  made  in  1942  before  the  Advisory 
Committee  had  ])re])ared  its  draft  of  the  new  Federal 
Rules  of  Criminal  Procedure. 

On  the  issue  of  wlu^her  a  dc^fendant  may  witlidi'aw 
a  plea  of  guiltx'  |)ii()r  to  sentence  as  a  matter  of  rii-lit 
or  whether  such  a   motion    is  addicssed   t<»  the  sunnd 


-Frdrnil  Hules  of  CnyninaJ  Provfdure  with  .Voff.s  and  Pmncfl- 
ings,  Xcw  York  University  School  of  Law,  194li,  p.  227. 
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discretion  of  the  District  Court,  this  is  apparently  a 
case  of  first  impression.  Other  cases  arising  under 
Rule  32(d)  have  uniformly  held  that  a  motion  to  with- 
draw a  plea  of  guilty  filed  after  sentence  is  addressed 
to  the  Court's  discretion.  Taylor  v.  United  States, 
179  F.(2d)  640,  certiorari  denied  339  U.S.  988,  2nd 
pet.  for  rehearing  den.,  180  F.(2d)  1020  (1950—9 
C.A.);  CoUins  v.  United  States,  176  F.(2d)  773,  776, 
777  (1949—9  C.A.),  certiorari  denied  338  U.S.  943; 
United  States  v,  Mignogna,  supra ;  Stidham  v.  United 
States,  170  F.(2d)  294  (1948—8  CCA.) ;  United 
States  V.  Harris,  160  F.(2d)  507  (1947—2  CCA.); 
United  States  v.  Searh,  180  F.(2d)  209  (1950—7 
CA.)  ;  United  States  i\  Lia^,  173  F.(2d)  685  (1949— 
4  CA.). 


II.  THE  DISTRICT  COURT  DID  NOT  ABUSE  ITS  DISCRETION 
BY  DENYING  THE  APPELLANT'S  MOTION  TO  WITHDRAW 
HIS  PLEA. 

The  courts  have  reiterated  again  and  again  the 
injunction  of  the  Supreme  Court  in  KercJwral  i\ 
United  States,  274  U.S.  220  (1927)  that  pleas  of  guilty 
are  to  be  accepted  only  witli  caution  and  that  a  de- 
fendant entering  such  a  })]ea  should  be  permitted  to 
withdraw  it  if  it  was  made  through  ignorance,  fear 
or  inadvertence.  The  Appellant  has  cited  numerous 
cases  in  which  the  courts  have  considered  whether  a 
motion  to  withdraw  a  guilty  ])lea  should  be  allowed. 
In  support  of  these  motions,  the  defendants  liave 
urged  that  they  were  deprived  of  constitutional 
rights,  Farnsworth  v.  Zcrbst,  supra;  that  they  lacked 
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the  assistance  of  counsel,  Cooke  v.  Swopc,  sui)i*a; 
Jackson  v.  United  States,  131  P.(2d)  606  (1942— 
8  CCA.) ;  that  they  had  been  fraudulently  induced 
to  enter  a  plea  of  guilty,  Ward  r.  United  States, 
supra;  United  States  v.  Fo,r,  supra;  United  States  v. 
Bayaud,  23  Fed.  721  (1883)  ;  that  the  indictment  was 
insufficient,  Scheff  v.  United  States,  [13  F.(2d)  263 
(1929—8  CCA.) ;  Roberto  v.  United  States,  60  F. 
(2d)  774  (1932—7  CCA.);  that  he  had  been  mis- 
advised ])y  counsel,  did  not  know  what  he  was  doin.^*, 
and  that  he  was  not  guilty,  Gleckman  i\  United 
States,  16  F.(2d)  670  (1926—8  CCA.).  While  these 
are  elements  which  are  always  to  be  taken  into  con- 
sideration ])y  a  court  in  determining  whether  to  grant 
or  to  deny  a  motion  to  withdraw  a  guilty  plea,  it  will 
be  found  that  in  the  vast  majority  of  such  cases  the 
motion  to  withdraw  the  plea  has  been  denied.  This 
is  undoubtedly  because  the  District  Courts  liave  been 
faithful  to  the  Supreme  Court's  warning  and  have 
accepted  guilty  pleas  only  with  caution  in  the  first 
place. 

In  Bergen  v.  United  States,  supi*a,  the  (Viurt,  after 
ruling  that  th.e  withdrawal  of  a  |)lea  of  u-uilty  is 
within  the  discretion  of  tlu^  Court  and  is  not  a  niatt<»r 
of  right,  laid  down  the  t'oHowing  standards  which 
should  be  met  before  a  guilty  ])lea  is  accc^ptcd  and 
which,  if  they  have  been  met,  will  cause  a  coui't  to 
deny  a  motion  to  withdraw  the  plea : 

An  intelligent  and  I'nll  uiidcr-^tanding  b\-  the 
accused  is  a  first  r('(|nii'(Mnent  of  due  f)i'oc(»ss. 
.  .  .  Circumstances  inipoHant  U'^v  consich^'ntiou 
are  the  nature*  of  the  charge  against  tlu*  accused. 
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his  apparent  iiitolli<2^enee  and  ability  to  fully 
comprehend  the  charges  against  him,  the  gravity 
of  the  offense  charged,  the  timeliness  of  the  mo- 
tion to  withdraw  the  plea  (this  was  under  the 
old  rule),  and  the  fact  that  the  accused  before 
entering  his  plea  did  not  have  the  advice  of 
counsel. 

In  this  case  the  Appellant  had  the  advice  of  coun- 
sel and  had  a  full  understanding  of  the  charges 
against  him.  His  claim  that  he  entered  the  plea  un- 
der duress  and  that  he  did  not  know  what  he  was 
doing  was  considered  by  the  trial  judge  and  was 
found  to  be  unsupported  by  the  evidence  (R.  193). 

While  the  appellant  moved  the  District  Court  to 
grant  him  leave  to  withdraw  his  plea  of  guilty  prior 
to  sentence,  an  examination  of  the  record  reveals  it 
was  only  after  he  realized  that  he  was  not  going  to 
receive  a  lenient  sentence,  tliat  the  Court  would  prob- 
ably send  him  to  jail,  that  he  obtained  new  counsel 
and  moved  to  withdraw  his  plea  of  guilty.  The 
courts  have  uniformly  held  that  such  a  discovery  on 
the  part  of  a  defendant  does  not  constitute  sufficient 
grounds  for  the  granting  of  a  motion  to  withdraw  a 
guilty  plea.  United  States  v.  Colonna,  supra;  United 
States  V,  Norstrand  Corporation  et  al.,  supra,  p.  482. 

To  permit  a  defendant  to  wait  until  he  can  gauge 
the  severity  of  the  sentence  would  enable  him  to  trifle 
with  the  Court,  and  the  Courts  through  their  discre- 
tionary powers  in  the  allowance  or  disallowance  of  a 
motion  to  withdraw  a  guilty  plea,  gain  their  only 
protection  from  such  trifling.  United  States  v.  Har- 
ris, supra. 
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The  very  least  that  a  det'endaiit  should  do  if  he  de- 
sires to  withdraw  a  plea  of  guilty  is  to  allege  that  lie 
is  not  guilty  of  the  charge  to  wliich  he  pleaded. 
United  States  v.  Xorstrand  Corporation  et  al.,  supra. 
In  the  instant  case,  the  Appellant  made  divers  al- 
legations that  he  was  not  familiar  with  court  pro- 
cedure, that  he  had  been  advised  by  his  former  coun- 
sel to  plead  guilty  and  did  not  know  what  he  was  do- 
ing, and  that  later  he  felt  he  had  made  a  mistake  in 
pleading  guilty.  This  was  after  he  was  advised  by 
the  Court  he  would  ])robably  be  sent  to  .jail.  He  fur- 
ther alleged  in  his  motion  and  testified  on  the  stand 
that  there  might  ])e  a  carry-back  from  a  loss  sus- 
tained in  1946  which  vrould  wi])e  out  the  taxes  due  in 
1945  and  perhaps  part  of  those  due  in  1944.  TTis  al- 
legations that  he  did  not  understand  what  he  was  do- 
ing, that  his  counsel  had  advised  him  to  plead  guilty, 
and  other  allegations  indicating  that  his  plea  was  not 
voluntarily  and  intelligently  made  were  completely 
rebutted  by  the  testimony  of  Mr.  Hewitt,  Mr.  Alex- 
ander and  Mr.  Doherty.  His  allegation  that  because^ 
of  a  possible  carry-back  lie  did  not  owe  any  taxes  Uw 
the  year  1945  and  for  part  of  1944  is  no  dc^fense  to 
the  criminal  charu'c  and  conscMjuently  was  not  ma- 
terial to  the  Appellant's  motion  to  withdraw  his 
guilty  plea.  The  offense  chai'g(Hl  in  each  count  of  the 
information  is  com])let(Ml  on  the  (la\'  the  tax  rctnrn  is 
filed,  and  subse(inent  reductions  in  the  ta\pa> ci's  lia 
bility  resulting-  froin  the  cafryinu  hack  of  a  l(»ss  do 
not  make  his  return  any  the  less  f'l-andnh'nt.  Mtnt- 
ning  v.  Seelcji  Tool  and  Ho.r  Cowpa)}ji,  i^oS  T.S. 
561,  565  (1950). 
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In  short,  the  Appellant  did  not  in  his  motion  to 
withdraw  his  guilty  plea,  or  in  his  testimony  from 
the  stand,  allege  that  he  was  not  guilty  of  the  charges 
contained  in  the  Information,  nor  did  he  advance  a 
theory  on  which  a  defense  to  that  Information  could 
be  premised. 

Under  these  circumstances,  and  considering  the 
record  which  reveals  clearly  that  the  Appellant  un- 
derstood the  nature  of  the  charges  and  acted  intelli- 
gently when  he  entered  his  plea  of  guilty,  it  is  sub- 
mitted that  the  District  Court  did  not  abuse  its  dis- 
cretion when  it  denied  the  Appellant  leave  to  with- 
draw his  guilty  plea. 


CONCLUSION. 

For  the  foregoing  reasons,  it  is  respectfully  sub- 
mitted that  the  judgment  and  sentence  of  the  trial 
court  should  be  affirmed. 

Dated,  Honolulu,  T.  H., 
December  6, 1950. 

Respectfully  submitted, 
Ray  J.  O'Brien, 

United  States  Attorney,  District  of  Hawaii, 

Howard  K.  Hoddick, 

Assistant  United  States  Attorney,  District  of  Hawaii, 

Frank  J.  Hennessy, 

United  States  Attorney, 

Attorneys  for  Appellee. 


